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In the next issue the reader will be 





taken, in a manner of speaking, to the 
Second Annual Conference on Federal 
Taxation at the University of Miami, 
Miami, Florida. The University of 
Miami, in cooperation with the New 
York University, gathered some of the 
best tax lecturers in the United States 
to the four-day conference, which be- 
gan April 1: George E. Cleary, Norris 
Darrell, J. K. Lasser, Merle H. Miller, 
Leslie Mills, Charles A. Morehead, 


Mark E. Richardson, Harry J. Rudick, I 
Beardsley Ruml, Stanley S. Surrey, , 
Thomas N. Tarleau and Gerald L. Wal- J 
lace. Our May issue will carry these Editor , 
. - Henry L. Stewart f 
lectures covering a great part of the Washington Editor : 
‘. 7 é sa Ss eS oo Lyman L. Long 
field of federal taxation. * * * * 
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New Name—New Powers 


The purpose of H. R. 2055 is to codify 
the judicial system of the federal govern- 
ment. Part I, Chapter 13, concerns the Tax 
Court. Under this bill, if it is passed, the 
Tax Court would become “a court of record 
known as the United States Tax Court.” 
It would still be comprised of sixteen judges 
appointed for twelve-year terms at $15,000 
per year. The major changes would be (1) 
inclusion in the judicial system and (2) the 
change in the name. 


Congress 


The February, 
(our British contemporary publication) car- 
ried a sad announcement: 


1947 issue of Ta-ration 


We Regret 


On 8th September, 1940, our offices 
at First Avenue House, London, were 
completely destroyed by enemy action. 


On the 26th of October, 1940, our 
works at 6 Kirby Street, London, met 
a similar fate. On numerous occasions 


later, our staff and offices were in dire 
peril. 


We are proud to be able to say that, 
owing to the loyalty of our editorial and 
printing staff, Taxation never missed 
publication at the hour appointed. 


It is with sincere regret that, unless 
the government once more changes its 
mind, we shall be unable to appear for 
at least two weeks and we offer our 
readers our apology for any incon- 
venience to which they may be faced. 


This announcement is brought about by 
the curtailment of the use of electricity, 
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which in turn stems from the shortage oi 
coal. The coal shortage has its roots deep 
in the economy, as Ta-ration points out: 


“But there is probably a great deal of 
truth in the suggestion that conditions for 
the working man are not good enough to 
give him the same incentive as offered by 
the war. We all rightly hoped that the end 
of the war would see some easing of the 
situation, and we have seen virtually none. 


“We cannot, all at once, improve the lot 


of the miners—the physical conditions at 
any rate in which they work. But they, 
and the manual workers who may perhaps 
be said to suffer more of the hardships of 
life than the clerical worker, must be given 
whatever incentive is available and that 
means relief from the taxation of income.” 


The tax relief in our country is overdue 
also. Here it is predicated more upon the 
reduction of budgetary requirements than 
upon incentive to workers. Some congress- 
men are tackling this problem with typical 
Congressional enthusiasm for the minuscule, 
as evidenced by their handling of Mr. Hamel, 
Mr. Schere, Mr. Surrey and Mr. Nunan, at 


their appearances before the House Com-} 


mittee on Appropriations in regard to an 
emergency appropriation bill for the Treas- 
ury for the fiscal year ending June 30, 1948. 
A small part of the funds sought by this bill 
(H. R. 2436) are required for tax refunds. 
Under the system of accounting used by 
the federal government, any disbursement 
from the Treasury must first be provided 
for by an appropriation by Congress. The 
withholding system contemplates a slight 
overpayment of tax; but unlike any business 
firm whose customers overpay their ac 
counts, the government takes the overpay- 
ments into their income accounts and, 4 
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a consequence, requires a Congressional ap- 
propriation to pay out money that did not 
belong to it at all. Last year, 30,500,000 
taxpayers filed claims for refund. 

This appropriation bill asked for a check 
in the amount of $2,031,000,000 for tax re- 
funds. A Treasury expert was asked to 
justify this figure, but “It’s the best guess 
we can make” didn’t satisfy the Committee. 

Mr. Hamel, the chairman of the Excess 
Profits Tax Council, was then called by 
the Committee to substantiate the amount 
needed for tax refunds. 

At the time of the creation of the Excess 
Profits Tax Council, excess profits refunds 
were expected to reach $8 billion. (“The 
Man with the $8,000,000,000 Question,” 
TaxEs—The Tax Magazine, August, 1946.) 
However, as of January 1, 1947, some 8,500 
taxpayers had filed claims under Section 722 
amounting to $6 billion. Up to March 1, 
1947, $8 million in claims had been settled 


for $1,800,000. Moreover, claims aggregat- 
ing $19 million have been withdrawn, and 
on these payments of $3,220,000 have been 
deferred. 

The congressmen were shocked somewhat 
to learn that the Council, instead of author- 
izing the payment of billions of dollars in 
refunds, actually had disposed of excess 
profits claims resulting in a net additional 
collection of taxes of about $2 million. Upon 
this basis, it is entirely possible that there 
might not be a net payment by the Treasury. 

In past years the Office of Tax Legisla- 
tive Council, the Division of Tax Research 
and the Division of Research and Statistics 
have each had separate appropriations. Mr. 
Schere of the Division of Tax Research was 
asked for a brief statement of the duties of 
that department: “In addition to servicing 
Treasury officials, studies prepared for that 
purpose also serve in connection with the 
Treasury’s presentation of testimony to 


A New Picture of the Tax Court 


On our cover we have presented the latest picture of the Tax Court of the United 
States. First row, seated left to right: Murdock, Arundell, Turner, Van Fossan, 
Black. Second row, standing left to right: Harron, Hill, Arnold, Leech, Tyson, 
Disney. Third row standing left to right: LeMire, Opper, Kern, Harlan, Johnson 
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Congressional tax committees, the House 
Ways and Means Committee and the Sen- 
ate Finance Committee. We assist the Bu- 
reau of Internal Revenue.” 

Following Mr. Schere, Mr. Surrey was 
asked to explain the duties of the Office of 
Tax Legislative Council: “We represent 
the Treasury Department before the com- 
mittees of Congress that deal with tax 
matters. These are primarily the House 
Ways and Means Committee and the Sen- 
ate Finance Committee.” 

Commissioner Nunan was asked about 
these two offices, and he stated, “As far as 
I am concerned, Mr. Congressman, I have 
never had occasion to use either of them.” 
[Under the bill, these offices have been con- 
solidated under the General Counsel’s Office. ] 

Mr. Nunan needs 3,000 more employees and 
had increased his appropriation by $34 mil- 
lion; but this request was denied on the 
theory that if $174 million and 50,000 em- 
ployees could collect $40% billion in 1946, 
$178 million and 53,000 employees should 
be able to collect $36 billion in 1948. 

Through the fiscal year 1945, with an 
average of 19,000 enforcement officers, the 
BIR collected over $1 billion which it would 
not have collected had no investigation been 
made. In 1944 it had only 16,000 enforce- 
ment officers but collected $814 million. In 
1946 the collection of investigating staff was 
increased to 24,000 and collections reached 
their greatest peak—$1,478,000,000. As Con- 
gressman Gore warned, cutting here might 
be penny wise but pound foolish. 

H. R. 2436 has now gone to the Senate 
with some $800 million pared from the Bu- 
reau’s request because one guess was as 
good as another. 

This kind of saving will bring no tax 
relief. Tax relief, as Taxation puts it, is 
needed in England to get the miner to dig 
coal. Relief from high federal income rates 
here can provide incentives also—incentives 
to produce, to save and to invest. 


Two Strikes on Feller 


On March 11, 1930, Babe Ruth signed the 
contract that made baseball history— 
$160,000 for two years, an all-time high in 
baseball players’ salaries. It is reported, 
however, that this hitherto unbroken record 
has been shattered by Bob Feller’s 1947 
contract ‘with the Cleveland Indians, which 
will bring him more than $80,000 per year. 

But in dollars and cents actually received, 
Babe Ruth’s compensation as the “King of 
Swat” remains unsurpassed. In 1930, the 
federal government collected only nineteen 
per cent of an $80,000 income. In 1947, it 
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will collect almost sixty per cent of Feller’s 
income. Below, Bob Feller signs his new 
contract while Bill Veeck, president of the 
Cleveland Indians, looks on and likes it. 


High-salaried athletes are but one of the § 


profitable sources of revenue to Uncle Sam 
in the entertainment world. During the 
fiscal year ending June 30, 1946, taxes on 
admissions to. ball parks and other places 
of amusement amounted to $415,267,866.77 
of the forty-odd billion dollars in total in- 
ternal revenue collected. 


Monarch Resigns 


J. Louis Monarch, third in command in 
the Tax Division of the Department of 
Justice, retired on January 31, 1947, after 
forty-two years of government service. 

Mr. Monarch has entered the private 
practice of law in Washington, D. C. 

The Attorney General, in acknowledging 


Mr. Monarch’s retirement, said: “Mr. 
Monarch leaves a_ distinguished record 
behind him in the Tax Division. He 


rendered splendid service in a long career 
and I wish him the utmost success in private 
practice.” 


March 15 


The taxpayer would be hard put to say 
he forgot. For the two weeks preceding 


March 15, each radio comic tried to outdo 
his competitor in corny income tax jokes— 
and usually succeeded. What happens after 
March 15, is told by Life magazine (March 


(Continued on page 368) 
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Voluntary Disclosures 


25th YEAR 


APRIL, 1947 


in Tax Fraud and Evasion Cases 


a tax evader if he comes forward of his own 
volition to reveal his errors. It is an in- 
ducement; and from the viewpoint of the 
Treasury Department, whose primary duty 
is to collect taxes under the internal revenue 
laws, it is an inexpensive method of securing 
collection of delinquent taxes. 


The Lustig (Longchamps) case has brought 


it. 
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oO say mits the willful evader to escape prose- 

eding § cution if he repents in time. The Commissioner 

outdo § of Internal Revenue does not recommend 

y\kes— § criminal prosecution in the case of any tax- 

; after | payer who makes a voluntary disclosure of 

March | omission or other misstatement in his re- 

e 368) {| turn, or of failure to make a tax return. 

Monetary penalties may be imposed for de- 





linquency, negligence, and for fraud, but the 
man who makes a disclosure before investi- 
gation is under way, protects himself and 
his family from the stigma of a felony con- 
viction, and there is nothing complicated 
about going to a Collector or other Revenue 
| officer and simply saying ‘there is some- 
| thing wrong with my return and I want to 
| straighten it out.’ ” 


This is a public expression by Secretary of 
the Treasury Vinson on August 21, 1945, 
reiterating the established policy and prac- 
tice of the Treasury Department not to prose- 
cute a taxpayer who makes a truly voluntary 
disclosure. Originally promulgated in 1934, 
it has been held out to the public by high 
department officials as Treasury policy from 
that date until the present time. 












Voluntary disclosure is not defined or pro- 
vided for in the Internal Revenue Code or 
in any Treasury regulations or decisions. 
It is merely a voluntary implied promise by 
the Treasury Department not to prosecute 
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to the fore the enforceability of the volun- 
tary disclosure policy. 


In a ruling by Judge Coxe on a plea of 
abatement and in the charge to the Lustig 
jury by Judge Kennedy, both judges held 
that a voluntary disclosure was in effect a 
compromise, and as such must conform strictly 
to the letter of the compromise section of 
the statute (3761). They held further that 
this section prescribed the sole and exclusive 
method of compromise and that no other 
form of compromise would be acceptable. 
(The authority for the latter statement was 


the Supreme Court decision in Botany 
Worsted Mills.) 


Compromise 


Section 3761 of the Internal Revenue Code 
provides as follows: 


“(a) Authorization. 


The Commissioner of Internal Revenue, 
with the approval of the Secretary of the 
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Treasury, or the Under-Secretary, or of an 
Assistant Secretary of the Treasury, may 
compromise any civil or criminal case arising 
under the Internal Revenue laws prior to 
reference to the Department of Justice for 
prosecution or defense, and the Attorney 
General may compromise any such case after 
reference to the Department of Justice for 
prosecution or defense. 


“(b) Record. 


Whenever a compromise is made by the 
Commissioner in any case there shall be 
placed on file in the office of the Commis- 
sioner the opinion of the General Counsel 
for the Department of the Treasury or of 
the officer acting as such, with his reasons 
therefor, with a statement of (1) the amount 
of tax assessed, (2) the amount of addi- 
tional tax or penalty imposed by law in 
consequence of the neglect or delinquency 
of the person against whom the tax is as- 
sessed, and (3) the amount actually paid 
in accordance with the terms of the com- 
promise.” 


Closing Agreements 


A companion section, Section 3760, on 
closing agreements, provides as follows: 


“(a) Authorization. 


“The Commissioner (or any officer or em- 
ployee of the Bureau of Internal Revenue, 
including the field service, authorized in 
writing by the Commissioner) is authorized 
to enter into an agreement in writing with 
any person relating to the liability of such 
person (or of the person or estate for whom 
he acts) in respect of any internal revenue 
tax for any taxable period. 


“(b) Finality. 


“If such agreement is approved by the 
Secretary, the Under-Secretary, or an As- 
sistant Secretary, within such time as may 
be stated in such agreement, or later agreed 
to, such agreement shall be final and con- 
clusive, and except upon a showing of fraud 
or malfeasance, or misrepresentation of a 
material fact— 


“(1) the case shall not be reopened as to 
the matters agreed upon, or the agreement 
modified, by any officer, employee or agent 
of the United States, and 


“(2) in any suit, action, or proceeding, 
such agreement, or any determination, col- 
lection, payment, abatement, refund, or credit 
made in accordance therewith, shall not be 
annulled, modified, set aside, or disregarded.” 


294 





The compromise section of the Internal 
Revenue Code was derived from Section 
3229 of the Revised Statutes. The closing 
agreements section of the Code superseded 
Section 606 of the Revenue Act of 1928, 
which was preceded by Section 1106(b) of 
the Revenue Act of 1926, Section 1006 of the 
Revenue Act of 1924, and Sections 1312 and 
1313 of the Revenue Act of 1921. 


In Willingham v. U. S., 208 F. 137 (CCA-5, 
1913), a taxpayer, relying upon a deputy 
collector’s statement that if he would pay 
the tax with a fifty per cent penalty, a com- 
plaint would not be sworn out, made the 
payment. A special stamp was issued to 
him. The court held that it was the deputy 
collector’s duty to disclose to the Commis- 
sioner that the money was an offer in com- 
promise. The fact that the money was retained 
by the United States and a stamp issued to 
the taxpayer raised the presumption that 
the offer in compromise had been accepted. 
Consequently, the trial court should have 
instructed the jury that if the defendant 
had been promised immunity for paying the 
tax, he should be found not guilty. 


In Rau v. United States, 260 F. 131 (CCA-2, 
1919), the court stated that where a tax- 
payer admits he has not filed an income tax 
return as required by the act, and thereupon 
pays the tax and penalty to the Collector, 
who informs the taxpayer that such pay- 
ment will end the matter, the payment and 
the Collector’s acceptance of the statement 
constitute a compromise and are a bar to 
criminal prosecution. 


In Robert M. Leach v. Nichols, 23 F. (2d) 
275 (CCA-1) [1 ustc J 269], an agreement 
signed by an executor in regard to the prop- 
erty value to be used in determining the 
estate tax for 1919, was held not to be a 
compromise within Revised Statutes 3229, 
and not to bar suit by the executor for the 
recovery of estate taxes paid. In the words 
of the court, “this agreement was not a 
compromise authorized by Section 3229 of 
the Revised Statutes because it was not as- 
sented to by the Secretary of the Treasury 
as required by that section, and no other 
compromise is authorized by the act.” (Italics 
supplied.) The Leach case was a forerun- 
ner of the leading case on the subject of 
compromises, wherein the Supreme Court 
effectively shut the door (and it will take 
a mighty tough Richard to open it) on any 
compromises not conforming strictly to the 
wording of the statute. 
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Botany Worsted Mills Case 


The Supreme Court, in Botany Worsted 
Mills v. U. S., 278 U. S. 282, 49 S. Ct. 129, 
{1 ustc 348], in a unanimous decision 
handed down on January 2, 1929, held that 
an informal agreement between subordinate 
officials of the Bureau and a taxpayer for 
settlement of disputed items of tax liabiilty, 
is not binding as an estoppel. Further, it 
is not a compromise within Revised Statutes 
Section 3229 because, while it may have been 
ratified by the Commissioner, it was not 
ratified with the advice and consent of the 
Secretary of the Treasury and upon the 
recommendation of the Attorney General. 


The decision in this case was against the 
government. The Botany Mills had paid 
an additional assessment after audit of its 
books and many conferences with the Chief 
of the Special Audit Section of the Bureau 
of Internal Revenue. The taxpayer sought 
to reopen the case; and the government con- 
tended that the payment of the additional 
assessment was, in effect, a compromise. 
The Court of Claims (63 Ct. Cls. 405 [1927 
CCH J 7123]) had said that “with the pay- 
ment of the tax under the circumstances 
surrounding this case the agreement which 
is mentioned in the record as a gentleman’s 
agreement became, in legal effect, an exe- 
cuted contract of settlement.” 


At this point, we might note the exact 
words of the Supreme Court in this case, as 
these words have formed the basis of sub- 
sequent opinions on cases relating to com- 
promises: 


“ 


: we are of the opinion that the 
informal settlement made in this case did 
not constitute a binding agreement. Sec- 
tion 3229 of the Revised Statutes authorizes 
the Commissioner of Internal Revenue to 
compromise any Civil or criminal case arising 
under the Internal Revenue laws instead of 
commencing suit thereon, with the advice 
and consent of the Secretary of the Treasury, 
and requires that an opinion of the Solicitor 
of Internal Revenue setting forth the com- 
promise be filed in the Commissioner’s office. 
Here the attempted settlement was made by 
subordinate officials in the Bureau of In- 
ternal Revenue. And although it may have 
been ratified by the Commissioner in making 
the additional assessment based thereon, it 
does not appear that it was assented to by 
the Secretary, or that the opinion of the 


Solicitor was filed in the Commissioner’s 
office. 
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M. L. Rachlin 


The author is a certified public accountant 
and head of M. L. Rachlin and Company 
of New York City 


“We think that Congress intended by the 
statute to prescribe the exclusive method by 
which tax cases could be compromised, re- 
quiring therefor the concurrence of the Com- 
missioner and the Secretary, and prescribing 
the formality with which, as a matter of 
public concern, it should be attested in the 
files of the Commissioner’s office; and did 
not intend to intrust the final settlement of 
such matters to the informal action of sub- 
ordinate officials. When a statute limits a 
thing to be done in a particular method, tt 
includes the negative of any other method.” 
(Italics supplied.) 


Circuit Court Cases 


Since the Supreme Court decision, many 
Circuit Courts have closely followed the 
Botany ruling. In L. Loewy & Son v. Com- 
missioner, 31 F. (2d) 652, 654 (CCA-2) [1929 
CCH D-9160], the court held that where a tax- 
payer, in reply to notification of an addi- 
tional assessment, accepted as correct the 
Commissioner’s statement of the net addi- 
tional tax liability, agreed to its assessment 
and subsequently made payment, no defense 
of accord and satisfaction, or estoppel, could 
be set up successfully as a bar against the 
assessment and collection of additional taxes. 
It was observed that a binding adjustment 
of a disputed tax can be made only in the 
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manner prescribed by the statute, and that 
the Commissioner was free to revise his 
figures and make his final assessment at any 
time within the period allowed by statute. 


In George S. Colton Elastic Web Company 
v. White, 16 F. Supp. 726 [36-1 ustc { 9486], 
the plaintiff, alleging issues not previously 
raised, sued for refund of an amount paid 
as a deficiency in income tax for 1921, the 
amount having been redetermined by the 
Board of Tax Appeals in accordance with 
a stipulation. The stipulation, however, was 
not executed by the Secretary of the Treasury. 
It was held that the stipulation could not 
be regarded as a compromise under Section 
3229 of the Revised Statutes, and that the 
plaintiff was not estopped from raising any 
further question of his tax liability for the 
year 1921. 


In Brast v. Winding Gulf Colliery Com- 
pany, 94 F. (2d) 179 (CCA-4) [38-1 ustc 
{ 9038], the taxpayer was not estopped from 
maintaining a suit for taxes paid pursuant 
to an order from the Board based on stipu- 
lation. The court cited again the Revised 
Statutes Section 3229 and the Botany Mills 
case. 


In Adrian D. Joyce v. Gentsch, 141 F. (2d) 
891 (CCA-6) [44-1 ustc | 9277], the court 
held that “even the Waiver of Restrictions 
on Assessment and Collection of Deficiency 
Tax, on printed form 870 of the Treasury 
Department, was not binding upon the gov- 
ernment and therefore did not bind the tax- 
payer. The waiver agreement was not signed, 
approved or accepted by anyone authorized 
by the Acts of Congress to bind the govern- 
ment to a tax compromise or to a closing 
agreement. The statutes are specific.” 


Other cases dealing with the same sub- 
ject and relying on Section 3229 and the 
Botany case are Hughson v. U. S., 59 F. (2d) 
17, 19, (CCA-9) [1932 CCH 9298]; Ander- 
son v. P. W. Madsen Investment Company, 
72 F. (2d) 768, 770 (CCA-10) [4 uste J 1334] ; 
Schneider v. U. S., 119 F. (2d) 215, 217 
(CCA-6) [41-1 ustc J 9389]; E. W. Backus 


et al. v. U. S., 59 F. (2d) 242 [1932 CCH 
] 9326]. 


Settlement of Separate Issues 


In the Backus case, the Court of Claims 
held that the plaintiff was estopped from re- 
covering income, war profits, and excess 
profits taxes and penalties for the years 
1917 to 1920 where the tax liability for those 
years had been settled, in part by a consent 
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decree of the Board of Tax Appeals and in 
part by compromise under- Section 3229 of 
the Revised Statutes. More than three 
hundred separate issues were raised in this 
case, each of which was discussed by a 


representative appointed by the taxpayer | 
and representatives of the Bureau of Inter- | 
The Commissioner of Inter- | 


nal Revenue. 
nal Revenue, David H. Blair, attended some 
of these conferences. He took up, in per- 


son, the terms of the compromise and settle- J 


ment with the Secretary of the Treasury, 












Andrew W. Mellon. Mellon, who frequently f 


had discussed with Blair the questions in 
dispute, verbally approved the settlement. 


Lustig Case 


In the Lustig case, the taxpayers, Henry 
and Allan Lustig, were officers and direc- 
tors of a number of corporations operating 
the famous Longchamps chain of restaurants 
in New York. During the four years pre- 
ceding 1945, the corporate taxpayers over- 


stated purchases and understated sales to f 


the extent of approximately $2,800,000. In- 
come and excess profits tax returns con- 


taining the incorrect figures were filed with 


the United States Treasury Department. 
From the $2,800,000, the taxpayers claimed 
to have disbursed approximately $900,000 
in cash for purchases of merchandise for 
which vouchers and other substantiation 
were not available. An amount exceeding 
$1,800,000 was accumulated in currency, made 
up mainly in bills of $500 and $1,000 de- 


nominations, and kept in a vault rented by } 


Henry Lustig Company, Inc. During the 
period from February 28, 1945, through 
March, 1945, this currency was withdrawn. 
One million dollars of this was deposited in 
many different bank accounts, and $800,000 of 
tax anticipation warrants was purchased with 
the balance. The motives for the withdrawal 
of the currency and deposits in the various 
banks were in dispute during the trial and 
also during the filing of affidavits in an ap- 
plication for an order suppressing the use of 
certain evidence and directing the return of 
certain books and papers. Judge Kennedy, 
of the United States District Court, Southern 
District of New York, denied the applica- 
tion in a decision handed down on June 24, 
1946. 


The defendants contended that the de- 
posits of currency were the initial step in 
their plan voluntarily to disclose the tax 
fraud. They maintained that they knew 
these deposits would be called to the atten- 
tion of the Treasury Department. Judge 
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Kennedy, however, in his decision of June 
24, expressed the opinion that the currency 
had been deposited because the defendants 
and the corporate taxpayers became appre- 
hensive that it might become difficult to dis- 
pose of, or even useless, when they heard 
rumors that the government intended to 
enact statutes or regulations calculated to 
bring hoarded currency out of hiding, and 
to take measures by which persons disposing 
of currency in large amounts could be identi- 
fied and traced. During the period of the 
withdrawals and deposits, employees of banks 
of deposit had called the attention of the 
defendants and the corporate taxpayers to 
the possibility that these transactions might 
be reported to the government. 


Bank Transactions Reported 


In fact, the transactions were reported by 
the Federal Reserve Bank to the Foreign 
Funds Control Division of the Treasury De- 
partment on March 16, 1945, and on March 
24, 1945, were referred to that division to 
the Special Agent in Charge of the Treasury 
Intelligence Unit for the New York area. 
The Special Agent in Charge, accompanied 
by the Commissioner of Internal Revenue, 
called upon the officials of the Federal Re- 
serve Bank on March 26, 1945, and imme- 
diately thereafter special agents of the 
Intelligence Unit were designated to com- 
mence an investigation in conjunction with 
agents in the office of the Internal Revenue 
Agent in Charge for the Second District of 
New York. (During the trial Allan Lustig 
testified that he had visited William J. Ped- 
rick, Collector of Internal Revenue for this 
district, on March 26, 1945, to discuss this 
case with him, making an oral voluntary 
disclosure. This testimony was contradicted 
by Pedrick, who insisted that he did not see 
Allan Lustig on that date, nor discuss the 
case with him until almost one month later.) 


On March 27, 1945, Collector William J. 
Pedrick was notified in writing by the special 


agent to secure and forward the Lustig 
returns. 


On April 10, 1945, Allan Lustig visited 
Collector Pedrick to ask him about a rumor 
appearing in the Daily News, to the effect 
that a chain restaurateur was then under 
investigation. Collector Pedrick answered 
that he knew nothing about it. 


On April 19, 1945, Revenue Agent Diehl 
phoned the Lustig accountant (also a de- 
fendant in this case) that he wanted to make 


Voluntary Disclosures 


an inspection of Henry Lustig’s books for 
the purpose of checking tax returns. Judge 
Kennedy stated, at this point, that it was 
evident the accountant and the other de- 
fendants and corporate taxpayers knew that 
any such investigation would, or might, dis- 
close the fraudulent practices of the corpo- 
rate taxpayers in connection wtih their 
income tax returns. The accountant sug- 
gested to the revenue agent that an exami- 
nation be deferred until April 23, 1945. 


On April 20, 1945, Allan Lustig made in- 
quiries at the office of Collector Pedrick 
concerning the revenue agent’s call, Pedrick 
replied that this matter was not within his 
jurisdiction and that he knew nothing about it. 


On the same day defendants consulted a 
tax consultant and attorneys. 


Notification of Intended Disclosure 


On April 24, 1945, the tax consultant in- 
formed Commissioner of Internal Revenue 
Joseph D. Nunan, Jr., that he intended to 
make a voluntary disclosure, without men- 
tioning the taxpayers involved. The Com- 
missioner instructed him to make the disclosure 
to Collector Pedrick. 


On April 25, 1945, the tax consultant, the 
attorney and Allan Lustig called upon Col- 
lector Pedrick, and delivered to him eight 
letters, one referring to the tax returns of 
Henry Lustig and the other seven to the 
affairs of the corporate taxpayers. ‘These 
letters indicated that the returns previously 
filed were incorrect, that Henry Lustig and 
the corporate taxpayers wished to make a 
voluntary disclosure, and that they would 
permit an examination of their books and 
records by the government. Collector Ped- 
rick immediately referred the letters to the 


Special Agent in Charge of the Intelligence 
Unit. 


On April 26, 1945, at the suggestion of 
Collector Pedrick, the attorney and the tax 
consultant called upon the Special Agent in 
Charge, who advised them that the disclo- 
sure was not made prior to investigation 
and that an investigation had been under 
way for some weeks. 


On June 4, 1945, a grand jury subpoena 
was served upon the corporate taxpayers to 
impound the corporate books. On the fol- 
lowing day the defendants prevailed upon 
the corporate taxpayers to forward to the 
Collector an amount in excess of $1,800,000 
as part payment of taxes defrauded. 
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(The aforementioned information and 
chronology were taken from Judge Ken- 
nedy’s findings of fact in his decision of 
June 24, 1946.) 


Plea in Abatement 


Before the defendants were brought to 
trial, a plea in abatement was filed in their 
behalf in the United States District Court, 
Southern District of New York [46-1 ustc 
{| 9202], contending that their so-called volun- 
tary disclosure entitled them to immunity 
from prosecution in accordance with the 
usage, practice and policy established by the 
Treasury Department. 


Judge Coxe, in his decision, said briefly: 
.e. . the most that can be said for these 
pleas is that the defendants obtained im- 
munity as a result of the compromise of the 
tax liabilities, yet there is no showing of 
compliance with the provisions of the com- 
promise statute (26 USCA 3761). Without 
such a showing the pleas are clearly bad, 
for the statute provides the exclusive method 
for the compromise of tax cases. Botany 


Mills v. U.S.” 


During the course of the trial the prose- 
cution produced evidence intending to show 
that the disclosures were not voluntary, and 
the defense produced evidence intending to 
show the contrary. It is not our intention 
here to examine this voluminous evidence, 
the presentation of which consumed more 
than one month. However, some of the 
comments of defense counsel, in requesting 
the judge to charge the jury, and some of 
the judge’s comments during the course of 
that charge will be considered. 


“ 


Charges to Jury 


The defense requested the judge to charge 
the jury that the statute does not state 
specifically how the consent or approval of 
the Secretary of the Treasury to a com- 
promise under Section 3761 should be ob- 
tained, nor require the consent or approval, 
or authority, to be in writing or to be ob- 
tained before or after the disclosure. 


The defense further contended that the 
statements and public pronouncements of 
the Secretary of the Treasury concerning 
government policy as to voluntary disclo- 
sure, constituted, in fact, an offer by the 
government through officials duly authorized 
to make such an offer, and that this offer, 
if accepted by the defendants, became an 


agreement binding upon the government. 
Counsel contended that acceptance was not 
required to be contained in any formal docu- 
ment or writing. They asserted that this 
acceptance became effective when the de- 
fendants did that which the Treasury offi- 
cials designated as acceptance, namely, 
disclosed the understatements of tax lia- 
bility. If the evidence indicated, asserted 
defense counsel, that either established prac- 
tice or the public announcements by the 
Treasury officials led the defendants to be- 
lieve a disclosure to the Collector of Inter- 
nal Revenue of the taxpayers’ district was 
sufficient to prevent criminal prosecution, 
and such disclosure was made, then the gov- 
ernment was estopped from prosecuting the 
defendants and they must be acquitted. 


Defense counsel also asked the judge to 
charge that in determining whether the de- 
fendants’ disclosure was voluntary, the jury 
not consider the fact, if found to be a fact, 
that the government had determined to in- 
vestigate the tax returns of the corporate 
taxpayers, unless it found that the defendants 
knew of the investigation and were prompted 
thereby into making the disclosure; for a 
voluntary disclosure means one which is 
not impelled or influenced by the action of 
another. If, therefore, the jury found that 
the defendants did make a disclosure with- 
out knowledge that the government had be- 
gun an investigation, it must conclude that 
the disclosure was voluntary. 


The judge’s charge acknowledged that 
from 1934 to date the Treasury had a policy 
referred to as the “voluntary disclosure 
policy.” He explained to the jury that 
“there were three branches of the govern- 
ment, judicial, executive, and legislative. The 
executive department, headed by the Presi- 
dent, carries out the laws. Congress makes 
the laws and the judicial branch administers 
justice. Congress defines what is and what 
is not a crime. Congress has said that vio- 
lation of the Revenue laws is a crime.” 
Under the executive branch, said Judge Ken- 
nedy, the Secretary of the Treasury ad- 
ministers as an executive the revenue laws 
of the country. The Secretary of the Treasury 
has no statutory power to give immunity 
for crime. What statutory power has he? 
The judge quoted, in detail, the exact word- 
ing of the compromise statute, Section 3761, 
and another statute which provided, in sub- 
stance, that “the General Counsel for the 
Department of the Treasury, under the di- 
rection of the Secretary of the Treasury, 
shall take cognizance of all frauds or at- 
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tempted frauds upon the revenue, and shall 
exercise a general supervision over the 
measures for their prevention and detection, 
and for the prosecution of persons charged 
with the commission thereof.” 


In 1933 this statute was legally modified 
by an executive order which took away from 
the Secretary of the Treasury the duty of 
prosecution, but reserved in him the right 
to perform any functions with respect to 
cases at any stage prior to reference to the 
Department of Justice for prosecution or 
defense. 


Blanket Agreement 


The judge called attention to the de- 
fendants’ assertion that by virtue of this 
statute the Secretary of the Treasury, by 
not referring or recommending a prosecu- 
tion, may, in effect, give immunity; and that 
when the Treasury officials publicly announce 
that any tax violator who makes a volun- 
tary disclosure before investigation will not 
be prosecuted, they make a blanket enforce- 
able agreement in effect immunizing tax vio- 
lators against criminal prosecution. 


Judge Kennedy denied that the Secretary 
of the Treasury bound himself not to prose- 
cute by this blanket agreement: “. , 
when the Treasury refers a tax case fo 
prosecution, neither you nor I can review 
that decision; neither you nor I—he is the 
man to take the credit for the policy if it 
is wise and the blame if it is foolish. We 
do not sit in judgment on him. The 
decision of the Secretary to refer or not to 
refer is not reviewable.” 


The judge commented on the defendants’ 
contention that the specific approval or con- 
sent of the Secretary to compromise was 
not required; that he consented generally 
in advance to approve compromises where 
voluntary disclosure occurred before investi- 
gation; that, therefore, whether he specifically 
assented or approved, and even if his de- 
partment referred it for prosecution, he had 
made a contract by which he was bound. 
Again to quote the judge: “I say to you 
that he has made no such contract and he 
is not bound.” As authority for this, Judge 
Kennedy quoted the decision of the Su- 
preme Court in the Botany case. 


Treasury Policy Not Reviewable 


Judge Kennedy further stated: “. se 
it is my notion of the law, and I will be 
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corrected if I am in error by a higher court, 
that the Secretary of the Treasury and the 
named officials must assent to the specific 
compromise in the particular case, and that 
if they did not assent, if they refuse to com- 
promise, their judgment is not reviewable by 
any court or jury. Now, therefore, I 
charge you as a matter of law that neither 
court nor jury under our system has the 
right to review policy made by officials of 
the executive branch, like the Secretary of 
the Treasury, or any administrative deci- 
sions made by the Secretary of the Treasury 
involving the determination of fact. . . . 
Under that statute (3761) the Secretary of 
the Treasury can’t delegate his power to 
Collector of Internal Revenue Pedrick or 
anybody else. [Please note Commissioner 
Nunan’s instructions to the tax consultant 
for the Lustigs to make his disclosure to 
the Collector for the taxpayers’ district.] 
Moreover he cannot by a blanket agreement 
in advance say that under this statute any- 
body who makes a voluntary disclosure be- 
fore investigation has effectually made a 
compromise under that statute. Why can’t 
he? because the circumstances under which 
he shall compromise revenue cases is a mat- 
ter for the legislative branch, Congress, to 
say, and when they told him it can be done 
in a certain way on his assent, they mean 
his specific assent; and when they use the 
word ‘approval’ or ‘assent’ or ‘advice and 
consent,’ or any equivalent words, they mean 
a consent in a specific case and it can’t be 


given in advance by a blanket ruling.” (Italics 
supplied.) 


The jury came in with a verdict of guilty 
for the Lustigs and their accountant, but 
with a recommendation for clemency. Henry 
Lustig was sentenced to four years in the 
penitentiary and fined $115,000. Allan Lus- 


tig was sentenced to three years, and the 
accountant to two years. 


Compliance with 3761 


It appears from a careful analysis of the 
statute, the Botany Mills case and the rulings 
of Judges Coxe and Kennedy (subject to 
higher court approval), that a voluntary 
disclosure is not, in itself, a guarantee of 
immunity from prosecution or a bar to 
prosecution, unless the provisions of Sec- 
tion 3761 are strictly followed. That may 
be legally possible, but improbable from a 
practical standpoint. It is hard to conceive 
a practice whereby the disclosure would be 
made directly to the Secretary of the Treasury 
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(through the Commissioner of Internal Rev- 
enue) and his approval immediately obtained. 
(We again refer to Commissioner Nunan’s 
instructions to the Lustigs’ tax consultant 
to make the voluntary disclosure to the Col- 
lector for the taxpayers’ district, and then 
to Judge Kennedy’s charge to the jury that 
the Commissioner could not delegate the 
power to Collector Pedrick.) 


Voluntary Disclosure Procedure 


It has been the practice, in matters in- 
volving a voluntary disclosure, to submit a 
letter or other written statement to a re- 
sponsible official in the Collector’s, Revenue 
Agent’s, or Special Agent’s office in the tax- 
payer’s revenue district. Such disclosure is 
made immediately upon the taxpayer’s re- 
solve to do so, generally before the full 
amount of understated taxes is ascertained 
or ascertainable. The purpose of such early 
disclosure is usually to render it “volun- 
tary” before assignment of the case for in- 
vestigation in the ordinary or routine course 
of events. (Such investigation, even though 
ordinary and routine, and even though as- 
signed without the Treasury Department’s 
knowledge of any fraud on the taxpayer’s 
part, has been held to be a barrier to a true 
voluntary disclosure.) 


Subsequently, after a complete recomputa- 
tion of tax liability, amended returns or a 
statement of amended income and corrected 
amount of tax is filed, or a request made 
for revenue agent’s audit of the taxpayer’s 
books and records to determine the correct 
amount of tax. Thereafter the amended re- 
turns or statements of adjusted tax are as- 
signed to a revenue agent (working, most 
often, with a special agent) for verification. 
After the revenue agent’s examination (and 
the special agent’s examination, if any) the 
corrected amount of tax is agreed upon and 
arrangements are made to pay the addi- 
tional tax with interest and with or without 
(as the case may be) negligence or civil 
fraud penalties. 


Until all of the above steps are completed, 
the Secretary of the Treasury is not in a 
position to decide whether or not to accept 
such compromise of civil liability, and there- 
fore compromise the criminal liability. If 
the ordinary, routine, blanket voluntary dis- 
closure letter is submitted to the Secretary 
of the Treasury without any other informa- 
tion as to tax liability, he cannot and will 
not promise in advance immunity from prose- 


cution. He automatically refers the case to 
the Commissioner, who refers it to the 
proper revenue district, and then waits for 
it to reach him after complete examination 
had been made. Even if complete data as 
to adjusted tax liabiilty is furnished, he will 
not accept such offer of compromise and 
promise immunity from criminal prosecu- 
tion before the data is checked and verified 
by an agent of the revenue department. 


We must conclude, therefore, that ap- 
parently we cannot obtain a truly enforce- 
able promise of immunity, and that the 
decision to accept or not to accept a volun- 
tary disclosure, and not to prosecute be- 
cause of such disclosure, rests entirely with 
the Treasury Department. The facts in 
every case, and the human element involved 
in the disposition of the case, will decide 
the question of prosecution. 


Statement of Policy 


Does that mean that the Treasury De- 
partment, as a result of the Lustig case, is 
abandoning the policy of voluntary disclo- 
sure? It is hardly likely that the Treasury 
will discontinue such a policy or practice 
without a public announcement. As a mat- 
ter of fact, according to a Washington dis- 
patch to the New York Times, dated February 
4, 1947, Secretary of the Treasury Snyder 
has stated that it “is the policy of the Bureau 
of Internal Revenue to accept settlement, 
without recommending criminal prosecution, 
in cases where disclosures ‘of a truly volun- 
tary nature’ are made.” 


It has been the general belief that the De- 
partment will consider a disclosure volun- 
tary if made before an investigation or 
examination has been started in any manner 
whatsoever. In the past, this has been held 
to mean that if a return has been assigned 
to an agent for examination, even a routine 
examination, such assignment will preclude 
the acceptance of a voluntary disclosure. 
Then again, the Department often had con- 
tended that if an investigation has been 
started by any other governmental agency 
—state, federal or local—or by any prosecu- 
tor or special prosecutor, revealing, among 
other things, information tending to estab- 
lish tax fraud by an individual, the initiation 
of such an investigation will preclude a 
voluntary disclosure. 


This is best illustrated by U. S. v. Mc- 
Cormick, 67 F. (2d) 867 (CCA-2) [3 USTC 
q 1187]. McCormick, City Clerk of the City 
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of New York, had received certain “gratui- 
ties” from bridegrooms for whom he per- 
formed marriage ceremonies, money for 
work as leader of a political group and from 
friends for services rendered in “looking 
after” fire department violations, and in- 
terest On a mortgage. He had not filed any 
income tax returns. Subsequently, in a 
special prosecutor’s examination of the af- 
fairs of the city administration and its off- 
cials, it became apparent that McCormick’s 


illegal acts were about to be discovered. 
The judge held that the returns then filed 
by McCormick could hardly be called volun- 
tary; they were filed only when McCormick 
was certain that the state graft investiga- 
tion would discover his illegal acts. 


Perhaps we can best conclude by stating 
that the best voluntary disclosure is a com- 
plete one made with the initial filing of a 


tax return. [The End] 








Additional Hearing for Taxpayer 


Although an income, profits, estate or 
gift tax case may be closed in the office 
of an internal revenue agent in charge on 
the basis of an agreement signed by the 
taxpayer, the case can be returned for fur- 
ther consideration after a post review is 
made in Washington. The criticism of 
this method has been that the taxpayer 
does not have an opportunity to argue his 
case before the official who disapproved 
the field determination. For that reason 
the Bureau has set up a procedure under 
which a taxpayer can present oral argu- 
ments to a representative of the unit in 
Washington responsible for the disap- 
proval of the closing action. 


The new procedure, paragraph three of 
Mimeograph 6125 (March 12, 1947), is 
as follows: 

“(a) Upon receipt of a_ previously 
closed case in which the closing action 
has been disapproved by post review au- 
thorities in Washington, the internal rev- 
enue agent in charge will give careful 
consideration to the basis of the excep- 
tion taken to the closing of the case. If 
he does not concur in the basis of the 
exception taken to the closing action, it 
will be his duty to advise the appropriate 
Unit in Washington with respect to his 
non-concurrence in the recommendation 
of the Unit. In any case in which the 
internal revenue agent in charge concurs 
in the basis of the exception taken or, 
after consideration of the reasons for his 
non-concurrence in the exception, is ad- 
vised by the Deputy Commissioner in 
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charge of the Unit having post review 
jurisdiction that the change is warranted, 
he will reopen the case and redetermine 
the tax liability. 


“(b) If the internal revenue agent in 
charge and the taxpayer, or his repre- 
sentative, are unable to reach an agree- 
ment with respect to the issue, the internal 
revenue agent in charge is directed to ad- 


vise the taxpayer, or his representative, 


that, if he so desires, a hearing will be 
granted in the office of the internal rev- 
enue agent in charge at which the tax- 
payer, or his representative, may appear 
and argue the case before a qualified 
representative of the Unit in Washington 
responsible for the post review action in 
the case. 


“(c) In consequence of the adoption of 
that policy, it will be the duty of the 
internal revenue agent in charge to notify 
the appropriate office in Washington 
promptly upon receipt of any such re- 
quest, properly identifying the case, out- 
lining the action taken with respect to the 
issue under consideration, and giving the 
date on which it is proposed to hold the 
conference. 


“(d) The Unit in Washington having 
post review jurisdiction of the case will 
designate a qualified member of the Unit 
to represent the Deputy Commissioner 
in charge of such Unit. The member so 
designated is authorized to act on behalf 
of the Deputy Commissioner in the settle- 
ment or disposition of the case before the 
internal revenue agent in charge.” 













By MORTIMER M. KASSELL 





OLITICAL PHILOSOPHERS have 
long agreed that one of the functions of 
the states of the United States is to provide a 
proving ground for new ideas embodied in leg- 
islation. However, it has been increasingly 
recognized that in some fields there is less 
need for independent experimentation and 
more need for uniformity of action. This 
is particularly true in the field of state tax- 
ation, where independent action of each 
state, frequently arising from the demands of 
its treasury, has resulted in unduly burden- 
some and multiple taxes. 


Numerous attempts have been made in 
the past to avoid the harshness of multiple 
taxation by uniform state statutes. The 
confusion and burden that resulted from 
the many diverse state laws imposing death 
taxes on intangible personal property, 
compelled elimination of multiple taxation 
through the enactment of a model recipro- 
cal statute by the states. Today, with few 
exceptions, the states have solved that prob- 
lem by cooperation. To some degree the 
so-called problem of “multiple domicile” in 
death taxation has been met in many states 
by the adoption of statutes whereby the two 
or more states having claims can enter into 
a compromise agreement. However, ,in too 
many instances the states have failed to 
act with any degree of uniformity. In the 
field of income taxes, an individual taxpayer 
may still be subject to more than one domi- 
ciliary or resident tax on his entire net 
income from all sources. Similarly, while 
many states originally avoided multiple per- 
sonal income taxes by the nonresident credit 
device, changes by the legislatures of some 
states in enacting a resident, or both a 
resident and nonresident, credit system have 


Interstate Cooperation and Airlines 


DEPUTY COMMISSIONER AND COUNSEL 
FOR THE DEPARTMENT OF TAXATION AND 
FINANCE OF THE STATE OF NEW YORK 






resulted in considerable confusion and hard- 
ship to a taxpayer having income subject 
to tax by the state of his domicile and by 
another state. As for corporation income 
and franchise taxes, too little real achieve- 
ment has issued from the various efforts 
to bring about a uniform allocation formula. 


Northwest Airlines Case 


Despite the haphazard result of these 
attempts to avoid multiple taxation by uni- 
form state action, a vigorous attempt to 
provide an equitable method of taxing air 
carriers is now being made. The decision 
of the Supreme Court of the United States 
in Northwest Airlines v. Minnesota, 322 UV. S. 
292, pointed up the possibilities of multiple 
state taxation of air carriers. Under that 
decision, the state of domicile of the carrier 
and each state with which the carrier has any 
contact, as well as each state over which its 
planes fly, have power to tax. Some of the 
opinions of the justices in that case recog- 
nized the evil and recommend a solution by 
Congress. Although the amount of revenue 
involved is not large, because of the inherent 
indecency of multiple taxation and the pos- 
sibility of impeding air commerce, Congress 
directed the Civil Aeronautics Board to in- 
vestigate and report (Public Law 416, 78th 
Congress, 2d Session). In 1945 the Board 
rendered a report to Congress (House Docu- 
ment No. 141, 79th Congress, Ist Session) 
recommending that the problem be solved 
by the enactment of a Congressional statute 
specifying the methods of apportioning the 
several tax bases used by the states. 


As a result, H. R. 3446 was introduced in 
the first session of the 79th Congress, and 
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H. R. 1241 was introduced in the first session 
of 80th Congress. The pending bill proposes to 
carry out the recommendations of the Civil 
Aeronautics Board by providing that Con- 
gress, exercising its power over interstate 
commerce, prescribe rules of allocation for 
state taxes on property, capital stock and 
net income. It also provides that the Board 
determine the allocation fraction for each 
airline for each state. 


Varied Recommendations 


The problem is one of state taxation. Hence, 
many believe that the states should retain 
the power to develop their own systems of 
taxing airlines. The National Association of 
Tax Administrators in 1945 and in 1946, 
through its Committee on Taxation of Air- 
lines, recognized the inequity of multiple 
state taxation and accordingly recommend 
that the states adopt a uniform method of 
taxing air carriers. The state tax adminis- 
trators were completely aware that their 
recommendation carried with it the duty of 
insuring that each state receive its fair share, 
but not more, of taxes due from air commerce. 
However, other interested groups continue to 
favor the enactment of a federal statute. These 
recommendations range from a statute simi- 
lar to Section 5219 of the Revised Statutes 
(specifying how the states may tax national 
banks) to a statute providing federal ma- 
chinery for the computation of the tax due 
from each airline to each state. While diver- 
gent views are held on almost every phase 
of the question, there is almost unanimous 
approval of an allocation formula based on 
each state’s portion of arrivals and departures, 
revenue tons handled and originating revenue, 
with each such factor having equal weight. 


Both “federal” and “state” advocates gen- 
erally agree that it is far less important what 
particular formula is adopted than that all 
of the states employ the same one. For 
obvious reasons of simplicity it is desirable 
that one formula be used, regardless of the 
method of taxation a state chooses to adopt. 


Proposed Uniform Statute 


In an effort both to avoid the inequity 
of multiple taxation and to insure that each 
state receive a fair share of air carrier taxes, 
the writer prepared for the Committee on 
Airline Taxation of the National Associ- 
ation of Tax Administrators a proposed 
uniform statute which could be adopted by 
each state. 


Interstate Cooperation and Airlines 


The bill is brief, providing the bare es- 
sentials and leaving each state legislature 
to insert necessary details for the assess- 
ment, imposition and collection of the tax, 
as well as other necessary administrative 
provisions. For convenience, the model 
statute is set forth in full. 


A PROPOSED UNIFORM STATUTE 
TO PROVIDE FOR AN EQUI- 
TABLE METHOD OF STATE 
TAXATION OF AIR 
CARRIERS 


“Section 1. Definitions. 


act: 


As used in this 


“(a) The term ‘air carrier’ means any 
person, firm, partnership, corporation, associ- 
ation, trustee, receiver or assignee which 
engages in air transportation with landings 
or takeoffs in this state; 


“(b) The term ‘aircraft arrivals and de- 
partures’ means the number of scheduled 
landings and takeoffs in this state of the 
aircraft of an air carrier, and the number 
of scheduled air pickups and deliveries in 
this state by the aircraft of such carrier, 
and in the case of non-scheduled operations 
shall include all landings and_ takeoffs, 
pickups and deliveries; 


“(c) The term ‘flight equipment’ means 
aircraft fully equipped for flight; 


“(d) The term ‘originating revenue’ with- 
in this state means revenue to an air carrier 
from the transportation of revenue passen- 
gers and revenue property first received by 
such carrier either as originating or con- 
necting traffic at airports within this state; 
and 


“(e) The term ‘revenue tons handled’ by 
an air carrier at an airport means the weight 
in tons, of revenue passengers (at two hun- 
dred pounds per passenger) and revenue 
cargo first received either as originating 
or connecting traffic or finally discharged 
by such carrier at such airport. 


“Section 2. Any tax upon or measured 
by the value of flight equipment or gross 
receipts or net income or capital stock * of 
air carriers incorporated or doing business 
in this state shall be assessed and collected 
by the (Insert Title of 
State Tax Authority). The proportion of 
flight equipment or gross receipts or net 
income or capital stock allocated to this 
state for purposes of taxation shall be the 
arithmetical average of the following three 


* Provisions should be inserted for the assess- 
ment, rate, and collection of the tax imposed by 
the state. 
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ratios: (a) the ratio which the aircraft 
arrivals and departures within this state 
scheduled by such air carrier during the 
preceding calendar year bear to the total 
aircraft arrivals and departures within and 
without this state scheduled by such car- 
rier during the same period; provided that 
in the case of non-scheduled operations all 
arrivals and departures shall be substituted 
for scheduled arrivals and departures; (b) 
the ratio which the revenue tons handled 
by such air carrier at airports within this 
state during the preceding calendar year 
bear to the total revenue tons handled by 
such carrier at airports within and without 
this state during the same period; (c) the 
ratio which such air carriers’ originating 
revenue within this state for the preceding 
calendar year bears to the total originating 
revenue of such carrier within and without 
this state for the same period. 


“Section 3. Real property and personal 
property, except flight equipment, of an air 
carrier shall be taxed in accordance with 
the applicable laws of this state. 


“Section 4. This act shall take effect 


Uniform Allocation Formula 


Briefly, the bill, by its definition of “air 
carrier” and “aircraft arrivals and depar- 
tures,” affects non-scheduled operators as 
well as regular airlines with scheduled 
flights. Administration of whatever tax a 
state adopts is centered in the state taxing 
authority rather than in numerous local tax 
authorities. This provision was inserted 
because of the now great number of taxing 
jurisdictions involved and the vast number 
likely to be involved in the future, and 
because of the absurdity of any other pro- 
cedure, as past experience with other inter- 
state utilities has shown. The bill provides 
the same allocation formula whether a state 
elects to impose a personal property tax, a 
gross receipts tax, a tax on net income or 
a tax on capital stock. That formula, as 
heretofore noted, is each state’s portion 
of arrivals and departures, revenue tons 
handled and originating revenue, with each 
factor given equal weight. Under the bill, 
real property and tangible personal prop- 
erty having a fixed situs would be taxed 
in accordance with the applicable laws of 
the state: for example, spare parts located 
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in a hangar would be subject to tax by the 
local authorities, in a state where a per- 
sonal property tax is imposed. The bill does 
not deal with questions relating to state 
license fees nor with the state taxation of 
aviation fuel. While not expressly stated, 
it is inherent in the principle of the bill 
that, in so far as practicable, air carriers 
should be taxed in the same way as other 
similar interstate businesses. 


The uniform statute has been approved 
by the Eighth General Assembly of the 
States at the conference held in Chicago, 
Illinois, January 16 to 18, 1947. The Gen- 
eral Assembly requested the Council of 
State Governments to recommend the 
adoption of the model statute, with such 
amendments. regarding administrative pro- 
cedures as may be necessary to fit into 
the practices and traditions of each state. 
The Council has so recommended. 


Cooperation in Other Fields 


In light of past experience, it is an en- 
couraging sign to those of us interested 
in interstate cooperation, that the General 
Assembly of the States and the Council 
of State Governments should endeavor to 
avoid multiple state taxation of air carriers. 
While skeptics may think that the states 
are merely reaching for new sources of 
revenue, the fact is that the states are far 
more desirous of demonstrating that they 
can act fairly and expeditiously and with 
a view to their own general welfare, 


The importance of the proposed model 
law to taxpayers generally and to the states 
lies less in the particular method of tax- 
ation or the particular allocation. formula 
employed than in its value as an experi- 
ment in the laboratory of interstate relations. 
While some progress has been made in the 
past in efforts to secure a uniform method 
of allocating the income of all interstate 
businesses, there is still too great a variety 
of formulae in use among the states. In 
personal income taxation, the diverse defi- 
nitions of “resident” and the different forms 
of credits in personal income _ taxation 
demonstrate the great need for cooperative 
state action to prevent the hardship and 
inequity of multiple taxation. This experi- 
ment in the taxation of airlines may well 
serve as a guide for the states in many 
other fields. [The End] 
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Tax Division 


Department of Justice 


By HOWARD P. LOCKE 


‘MHE TAX DIVISION was created on 

January 1, 1934, by Departmental Order 
No. 2507, under the charge of an Assistant 
Attorney General. Prior to 1926, tax liti- 
gation, except that in the Supreme Court 
and in the Court of Claims, which was 
handled by the Department of Justice, was 
under the jurisdiction of the Solicitor of 
Internal Revenue, an officer of the Depart- 
ment of Justice who was attached to the 
Treasury Department. The Revenue Act 
of 1926" abolished that office; but in the 
absence of sufficient funds and personnel, the 
Department of Justice took over only the 
handling of appellate review of decisions 
of the Board of Tax Appeals,? and as a 
matter of comity the General Counsel of 
the Bureau of Internal Revenue continued 
to handle tax litigation in the District 
Courts. Revenue litigation remained under 
many masters until, by Executive Order No. 
6166, issued June 10, 1933, under the Enom- 
emy Act of 1932,? the President vested the 
functions of conducting all of the govern- 
ment’s litigation in the Department of Jus- 
tice, 


Jurisdiction 


In carrying out the Executive Order, the 
Attorney General, by his order of January 
1, 1934, centralized this important function 
in the Tax Division. To this division were 
assigned the prosecution and defense of all 
civil and criminal litigation arising under 
the internal revenue laws, including recom- 


1 Section 1201, c. 27, 44 Stat. 9, 126. 

? By the Revenue Act of 1942, approved Oc- 
tober 21, 1942, c. 619, 56 Stat. 798, the name of 
the Board of Tax Appeals was changed to the 
Tax Court of the United States. Its jurisdic- 
tion, powers and duties were unchanged but 
the title of members of the Board was changed 
to judge. It remains an independent agency 
in the executive branch of the government. In- 
ternal Revenue Code, Section 1100. 

3 Act of June 30, 1932, c. 314, 47 Stat. 383 
413; amended by the Act of March 3, 1933, 
c. 212, 47 Stat. 1489, 1517, and further amended 
by the Act of March 20, 1933, c. 3, 4g Stat. 8, 16. 


Tax Division 


mendations respecting compromise. At that 
time, however, it had no jurisdiction over 
civil or criminal cases arising under the 
liquor taxing provisions of the revenue laws. 
Later, by Supplement No. 18 to Order No. 
2507, dated September 24, 1942, and effective 
October 20, 1942, all functions incident to 
civil liquor tax cases were assigned to the 
Tax Division. By Departmental Order No. 
3732, dated September 25, 1942, which re- 
established the offices, divisions, bureaus and 
boards of the Department of Justice, the As- 
sistant Attorney General in charge of the 
Tax Division was given full supervision and 
control of all matters relating to: 


1. Prosecution and defense, in all courts, 
of civil suits arising out of the internal 
revenue laws, including (a) those for re- 
covery or collection of pre-repeal liquor 
taxes, and (b) current liquor tax suits where 
there is no pending criminal liability. 


2. Criminal proceedings arising under the 
internal revenue laws, except those pertain- 
ing to liquor taxes. 


3. Appellate proceedings in connection 
with civil and criminal tax cases enumer- 
ated in (1) and (2), including petitions to 
review decisions of the Tax Court of the 
United States and, under the supervision 
of the Solicitor General, proceedings in the 
Supreme Court of the United States. 


4. Enforcement of tax liens, and manda- 
mus, injunctions and other special actions or 
general matters arising under the internal 
revenue laws. 


5. Matters pertaining to intergovernmen- 
tal immunity from taxation. 


6. Litigation arising under the taxing pro- 
visions of other statutes, including the Social 
Security Act, the District of Columbia Un- 
employment Compensation Act, the Bank- 
head Cotton Control Act, the Bituminous 
Coal Act, the Carriers’ Taxing Act, and the 
Agricultural Adjustment Act and acts 
amendatory thereof. 
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2. Verification of Computation 


. Appeal to the Tax Court of the United States 
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7. All other court actions and other mat- 
ters relating to pre-repeal liquor tax assess- 
ments, including consideration of claims in 
abatement and for refund of taxes and ex- 
amination and review of permit revocation 
files to determine liability against the prin- 
cipal and sureties and appropriate action 
thereon, with the conduct of litigation as 
necessary. 


8. Consideration of offers in compromise 
of matters enumerated in (1) through (7) 
above. 


No further change by Department Order 
has been made with respect to assignments 
to the Tax Division, but upon authorization 
of the Attorney General it handles special 
matters relating to taxes and litigation in 
connection therewith arising out of national 
defense and war contracts. 


Functions 


The Tax Division prosecutes and defends 
all tax litigation in all the federal courts 
and in state courts as necessary. The cases 
it handles include suits for refund brought 
by taxpayers in the federal District Courts 
and in the Court of Claims; government’s 
suits to collect taxes and to recover refunds 
erroneously made; government’s and tax- 
payers’ petitions in the Circuit Courts of 
Appeals to review decisions of the Tax Court 
of the United States; criminal prosecutions 
arising out of violations of the Internal 
Revenue laws and prosecutions incident 
thereto; appellate proceedings in connection 
with such cases; and compromise and set- 
tlement and general matters related to tax 
litigation. 


The Bureau of Internal Revenue has juris- 
diction of the administration of the revenue 


laws. The usual procedure preliminary to 
the institution of suits, with which the Tax 
Division is not concerned, is shown in Chart 
No. 1 (page 306). As soon as litigation in 
connection with tax liability is commenced, 
the matter falls within the jurisdiction of the 
Tax Division of the Department of Justice. 
While there is, therefore, no overlapping of 
functions between the Bureau of Internal 
Revenue and the Tax Division, there is a 
considerable amount of collaboration be- 
tween the Division and the Bureau of In- 
ternal Revenue in the development of cases 
by the Division in the courts. In such dis- 
putes, the Division is counsel for the Com- 
missioner of Internal Revenue; and there 
are frequent contacts, conferences, and offi- 
cial associations between attorneys on the 


Tax Division 


Howard P. Locke 


Mr. Locke is Attorney in Charge, Admin- 

istrative Section, Tax Division, Department 

of Justice. The material in this article is the 

personal work of the author and not an 

official publication of the Department of 
Justice 


staff of the Division and those of the Chief 
Counsel’s Office of the Bureau of Internal 
Revenue. In this way the Division has the 
benefit of the administrative considerations 
of tax liability in the preparation of cases in 
litigation. 

The Division handles annually approxi- 
mately 5,000 cases of all classes. The de- 
velopment of cases involves the preparation 
of necessary pleadings, motions, stipulations, 
evidence, and briefs, and the trial or argu- 
ment of cases to the courts. In cases in the 
federal District Courts, with but one ex- 
ception, the work is performed by Division 
attorneys in Washington and the Division 
advises and directs the United States attor- 
neys in the handling of cases. Cases are 
tried in the District Courts in one of three 
ways. In some cases the United States 
attorney tries the case alone after having 
received from the Division all the necessary 
data in the suit. In other cases the Division 
attorney who prepared the case will be pres- 
ent at the trial to assist the United States 
attorney as he may desire. In still other 
cases the trial will be conducted independ- 
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ently by the Division attorney. In more 
recent years the majority of tax cases in 
the District Courts have been tried by Di- 
vision attorneys, 


In the cases in the Court of Claims and 
in the Circuit Courts of Appeals all of the 
work is done by Division attorneys in Wash- 
ington, who argue or try the cases in the 
courts, or conduct hearings at the places 
fixed by the courts. Work on cases in the 
United States Supreme Court is all done in 
Washington. 

Approximately ninety-five per cent of the 
Division’s work is civil in nature and only 
about five per cent is criminal. Eighty per 
cent of the civil work arises out of tax- 
payers’ suits which the Division must de- 
fend in court. All of its business, however, 
has fiscal importance to the government as 
well as to the taxpayers, because of the 
amount involved. For this reason the Divi- 
sion expedites litigation to the fullest possi- 
ble extent. It has established time limitations 
for the development of cases in the Divi- 
sion, geared to the rules of court and 
statutory requirements, and thus insures 


prompt determination of litigation. While 
the government wins over seventy per cent 
of the cases decided by the courts, this pol- 
icy also saves for the government interest 
costs in refund suits in which it does not 
ultimately prevail. 


Operations 


Ever since its creation as a separate major 
division of the Department, the Tax Division 
has been organized on functional lines as 
shown in Chart No. 2 (page 308). The 
Assistant Attorney General, who reports 
directly to the Attorney General, has one 
Principal Assistant, and these two officers 
comprise the Office of the Assistant Attor- 
ney General. They perform general super- 
visory and executive functions respecting 
the whole Division. A Reviewing Staff com- 
posed of four lawyers passes finally upon all 
briefs prepared in the Division and upon 
recommendations concerning appeal, review 
or certiorari to the Supreme Court. For 
administrative convenience the defense and 
prosecution of litigation is segregated in 
the Appellate Section, which handles cases 


Tax Division Organization Chart (at left) 


Assistant Attorney General—All civil and 
criminal litigation (except criminal litigation 


in liquor matters) arising under Internal 
Revenue laws, including compromises; tax 
cases in Supreme Court on assignment by 
Solicitor General; special assignments by 
Attorney General. 

Principal Assistant to the Assistant At- 
torney General—General supervision of the 
Division; member of Division’s Reviewing 
Staff and Head of Circuit Court of Appeals 
and Supreme Court Section. 

Reviewing Staff—Final review of all briefs 
and memoranda respecting appeal or certi- 
orari; briefing and argument of important 
cases in Circuit Court of Appeals and, on 
assignment by Solicitor General, in Supreme 
Court. 

Administrative Section—Business and 
management matters relating to the opera- 
tion of the Division including supervision, 
direction, control and maintenance of dockets, 
digests and statistical records; the filing of 
briefs and other documents in court, and 
the special calendaring of certain classes of 
cases for hearing and argument; personnel, 
administrative, budgetary and fiscal matters, 
and special matters as assigned. 

Appellate Section—All matters in Circuit 
Courts of Appeals and Supreme Court, in- 
cluding briefs and legal memoranda respecting 
appeal, review, certiorari, and compromise 


Tax Division 


or settlement; arguments in Circuit Courts 
of Appeals; special matters as assigned. 

Trial Section—Advises and _ supervises 
work of United States attorneys in District 
Courts; develops cases for trial, and assists 
in or conducts trials as necessary. All mat- 
ters in Court of Claims, including prepara- 
tion of pleadings, briefs and evidence; 
conducts hearings before Commissioners of 
the court, and argues cases to. the court. 
Handles tax litigation in state courts. Pre- 
pares legal memoranda respecting new trials, 
appeal, certiorari, and compromise or settle- 
ment, and special matters as assigned. 

Compromise Section—All compromise and 
settlement matters in connection with tax 
litigation including the application of deci- 
sions to, and the execution of, compromise 
policy; the maintenance of uniformity in 
compromises; representation of the Division 
at hearings respecting compromises and the 
preparation of the final recommendation to 
the Assistant Attorney General; special mat- 
ters as assigned. 

Criminal Section—All criminal cases (ex- 
cept liquor) under the Internal Revenue 
laws; reviews recommendations for and de- 
cides upon prosecution; develops cases for 
trial; instructs United States attorneys with 
respect to cases and assists in or conducts 
trial of cases; prepares or assists in cases 
appealed; special matters as assigned. 
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Explanation 






or Review 





2. Review and Assignment 
Cases) 


Cases) 





4. Filing of Record on Appeal or Review 


Appeals 





. Preparation of Government’s Brief 
and Construction 
. Preliminary Review of Brief 
. Final Review of Brief 
. Approval of Brief 
11. Printing and Filing of Brief 
12. Preparation of Calendars for Argument 
13. 


Assignment for Argument 


14. Argument in Circuit Court of Appeals 





15. Notice of Decision 


16. Closing in Circuit Court of Appeals 


Docket Room. 


in all appellate courts; the Trial Section, 
which handles cases in the federal District 
Courts, the Court of Claims and state courts; 
the Compromise Section, which handles com- 
promise and settlement matters in the Divi- 
sion; and the Criminal Section, which handles 
all criminal tax business. Each section of 
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Chart VI 


Usual procedure in government’s and taxpayers’ appeals or reviews in 
Circuit Courts of Appeals 


. Receipt and Recording of Notification of Appeal 


3. Preparation of Record on Review (Tax Court 


3. Preparation of Record on Appeal (District Court 


5. Designation of Printed Record in Circuit Court of 


7. Brief Checked for Accuracy of Citations, Form 


* The progress of the case through the various steps enumerated below is recorded in the 
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the Division, including the Administrative 
Section, which handles management and mis- 
cellaneous administrative services for the 
entire staff, is under an Attorney in Charge, 
and that officer in the legal sections is pri- 
marily responsible for all phases of litiga- 
tion under his supervision. 
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Chart VIII 


Usual procedure in government’s or taxpayers’ petitions for certiorari in Supreme Court 


tS. 


16. 


a7. 


18. 


19, 


20. 


. Receipt and Recording of Authorization and Noti- 


. Review and Assignment 


. Preparation of Petition (in Government’s Case) 
. Petition or Brief Checked for Accuracy of Cita- 


. Preliminary Review of Petition or Brief 
. Final Review of Petition or Brief 
. Approval of Petition or Brief 


. Final Approval and Filing of Petition or Brief 


. Receipt of Notification of Granting or Denial of 


. Preparation of Brief 


. Brief Checked for Accuracy of Citations, Form 
and Construction 


14. 
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Attorney 
Division 
Division 
Attorney 


fication of Petition for Certiorari 


(—\ * Docket 
Room 


Preparation of Brief in Opposition or Memo. Not 
Opposing (in Taxpayer’s Case) 


tions, Form and Construction 


cy 
a 
aaRa 9S 


Petition 


@ 
Q | 


L 
@-— 


11. Assignment of Case for Briefing on Merits (if (0) 
Petition Granted) 


elt 
af 
re] | fe 


Preliminary Review of Brief 


ey | | 
* 


Final Review of Brief 


Approval of Brief 

Final Approval and Filing of Brief 
Assignment of Case for Argument 
Notice of Decision 


Closing of Case 


* The progress of the case through the various steps enumerated below is recorded in the 


Docket Room. 
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Chart IX 


Usual procedure in connection with proposals of compromise or settlement 


Explanation 


Tax Division 


Attorney 
General 
Assistant 
Attorney 
Division 
Attorney 
Bureau of 
Internal 
Revenue 


1. Request of Recommendation of B.I.R. on Proposal 


of Settlement or Compromise 


2, 3. Recommendation on Proposal of Settlement or 


Compromise 

Consideration of Recommendation 
Review and Assignment 
Recommendation of Compromise Unit 


Review and Recommendation 


Final Decision, or Recommendation to Attorney 


General 


. Final Decision (if Amount or Circumstances so 
Require) 


The Division has no field offices or field 
personnel and, except as to the argument, 
trial or hearing of cases, as mentioned above, 
all of its work is performed in Washington. 
Attorneys on the staff of the Division are 
assigned primarily to one of the sections, 
but the Division operates with elasticity so 
that cross assignments may be made as 
appropriate. 
All new cases, as well as all incoming 
mail, go first to the Administrative Section. 
After it has prepared new case records and 
recorded pertinent data respecting the liti- 
gation, it forwards the cases to the Attorney 
in Charge of the appropriate section for 
assignment. Routine correspondence goes 
through that official to Division attorneys 
for attention and action. Thereafter, the 
prosecution or defense of suits follows for- 
malized procedure to conclusion in the nec- 
sary work of development. The procedure 
according to the class of suit and the court 
is graphically shown in charts as follows: 
Chart No. 3—Taxpayers’ suits in District 
Courts (not reproduced) 

Chart No. 4—Government’s suits in Dis- 
trict Courts (not repro- 
duced) 

Chart No. 5—Suits in the Court of Claims 

(not reproduced) 
Chart No. 6—Cases in the Circuit Courts 
of Appeals (page 310) 
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Chart No. 7—Recommendations for ap- 
peal, review or certiorari 
on behalf of the govern- | 
ment (not reproduced) 

Chart No. 8—Cases in the Supreme Court 
(page 311) 

Chart No. 9—Recommendations concerning 
compromise or settlement 
(page 312) 

Chart No. 10—Criminal cases (not repro- 
duced) 


These charts show not only the work of 
the Division in the development of cases 
but also the correlation with the work of the 
Bureau of Internal Revenue and United 
States attorneys. 

At present the offices of Assistant Attor- 
ney General and Principal Reviewing Officer 
are vacant. The remaining principal offices 
are filled as follows: 

Sewall Key, Principal Assistant to the 
Assistant Attorney General and Attorney in 
Charge of the Appellate Section. 

Andrew D. Sharpe, Attorney in Charge, 
Trial Section. 

A. M. Sellers, Attorney in Charge, Com- 
promise Section. 

Ellis N. Slack, Attorney in Charge, Crim- 
inal Section. 

Howard P. Locke, Attorney in Charge, 
Administrative Section. [The End] 
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A Study of Tax Problems 
Relating to Patents 


By 


MAURICE P. GELLER and MILTON LEVITAN 


f Bswng ACQUISITION of or application 
for a patent, if later sold or transferred, 
will involve the purchaser and seller in in- 
come tax problems. 


The nature of the transaction will deter- 
mine the extent of the tax liability. The 
liability of the seller arises from an outright 
sale, an exclusive or non-exclusive license 
arrangement or a taxable transfer for capi- 
tal stock of a corporation. The inventor 
(seller) may fall into one of two tax cate- 
gories: (a) one in the business of acquiring, 
inventing, selling or licensing’ patent rights, 
or (b) one who obtains an occasional patent 
for a creative effort originating with him. 


The Revenue Act of 1942 changed the 
status of property, subject to depreciation, 
from a capital asset to a “non-capital” asset. 
The change in statute affords the same ad- 
vantage, if the lower long-term capital gain 
tax (twenty-five per cent) is applicable, as 
before the change and offers an additional 
tax advantage in allowing a loss resulting 
from the sale of a “non-capital” asset to be 
offset against ordinary income. (I. R. C. 
Section 117 (j).) The definition of “non- 
capital” asset required that the property 
must be depreciable, must be used in the 
taxpayer’s trade or business, and must be 
of a kind (1) not includible in inventory and 


Mr. Geller is a certified 


(2) not held primarily for sale to customers 
in the ordinary course of business. If the 
property is held for six months or more 


‘prior to sale, the gain is treated as long- 


term capital gain. 


Status of Inventory and Buyer 


From the definition, it may be determined 
that the sale by the inventor of a “non- 
capital” asset or patent may result in ordi- 
nary income or capital gain, depending upon 
the facts. If he operates a trade or business 
in which he invents and sells to his custom- 
ers, in the ordinary course of business, the 
results of his creative effort, or that of oth- 
ers, he cannot assume these patents to be 
“non-capital” assets inasmuch as they are 
property held primarily for sale to his cus- 
tomers in the ordinary course of business. 
This activity will result in ordinary gain or 
loss. On the other hand, if it is determined 
that the patent is “non-capital,” depreciable, 
not includible in his inventory nor primarily 
held for sale to his customers in the ordi- 
nary course of business, the gain upon sale 
is capital gain, and the loss thereon is de- 
ductible against ordinary income, although 
the patent was not used in his trade or 
business. 


public accountant of New 


York City. Mr. Levitan, an attorney, ts a partner of the 
New York firm of Gainsburg, Gottlieb, Levitan and Cole. 


Tax Problems Relating to Patents 



































The purchaser of the patent obtains a 
“non-capital” asset inasmuch as it meets the 
definition of I. R. C. Section 117 (j), unless, 
of course, he is in the business of selling or 
buying patents. 


Sales of Patents 


In Harold T. Avery, 47 BTA 538 [CCH 
Dec. 12,812], Avery was employed to direct 
the design and experimental work on new 
developments in which his employer was 
interested. It was agreed that any and all 
improvements relating in any way to the 
machines and devices of his employer should 
belong to his employer. Other patents were 
to be retained by Avery. Some of these were 
sold later. The court decided that he was 
a professional inventor and the patent sold 
by him was property held primarily for sale 
to customers in the ordinary course of his 
trade or business, and taxed thé income to 
him as ordinary income. 


In Lester P. Barlow, 2 TCM 133 (1943) 
[CCH 13,218(M)], the court, commenting 
on the transfer of patents in 1917 by the 
taxpayer, held: “If the definition of capital 
gain had been in effect in earlier years, any 
amount received by Barlow after he had 
made the contract with Marlin in 1917, 
would have been a capital gain.” The facts 
are as follows: Barlow sold a patent to 
Marlin in 1917. The contract of sale was 
amended in 1918 for a flat sum payment 
and a percentage of the royalties received 
by Marlin. Barlow could cancel the contract 
if Marlin did not pay the agreed sums. In 
1923 Barlow reacquired these patents from 
the court because Marlin was in receiver- 
ship and had not paid the agreed sum to 
Barlow for many years. These patents were 
returned to Barlow in settlement of all his 
rights under the 1917 and 1918 contracts 
with Marlin. Also included in the receiver- 
ship transfer to Barlow, was Marlin’s claim 
against the United States for use and in- 
fringement. Barlow thereupon attempted to 
recover the funds from the United States. 
He settled with the United States in 1940, 
when one half of the claim was paid. The 
other half was to be paid in 1941. The re- 
ceipt of the money from the United States 
on the claim was considered to be from the 
sale of a capital asset and the gain a capital 
gain. In so deciding, the court said: “We 
see no escape from the view that when peti- 
tioner (Barlow) in 1940, received the pay- 
ment from the United States of the award 
upon the claim for use of the invention, he 
was realizing the gain upon the 1917 sale 
of the invention to Marlin. He was, there- 
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fore, entitled to have the gain taxed as a 
gain from the sale of a capital asset, and 
since at the time he sold the invention in 
1917 he had owned it since 1914, more than 
two years, the gain is taxable to the extent 
of fifty per cent.” The Commissioner had 
contended that payment in 1940 was for a 
claim against the United States for use of 
patents. The court, rejecting the Commis- 
sioner’s contention, held that the recovery 
from the United States was “proceeds of 
that sale (1917) and what he received in 
1940 was the proceeds from that sale and is 
gain therefrom.” 


In Walker v. Commissioner, 4 TCM 947 
[CCH Dec. 14,807(M)], the facts indicated 
that three individuals transferred patents (to 
a trust), which were developed by one of 
them for their mutual benefit as equal bene- 
ficiaries. The trust never represented itself 
as being in trade or business, never adver- 
tised or operated any business, never filed 
any tax return, and never claimed nor was 
allowed any depreciation on anything which 
it owned. These patents were not stock in 
trade of these taxpayers, nor property of a 
kind properly includible in their inventory 
if on hand at the close of the taxable year, 
nor property held by the taxpayers primarily 
for sale to customers in the ordinary course 
of their trade or business. The patents were 
sold by the trust although it had previously 
granted a limited license but had not re- 
ceived any royalty under this license. No 
other licenses were issued on these patents. 
The granting of this one license did not 
serve to change the property from a capital 
asset to a non-capital asset (defined under 
the act prior to the Revenue Act of 1942). 
The sale of the patent resulted in the sale of 
a capital asset and capital gain. 


In Philip W. McAbee et al., 5 TC 1130 
[CCH Dec. 14,854], the Commissioner was 
successful in asserting that the income re- 
ceived was ordinary income, not capital gain. 
Here the original contract provided for the 
payment of a license fee based upon the 
units manufactured. This contract was 
changed four years later to provide for pay- 
ment of a flat sum. The Tax Court held 
that the flat sum payable over a four-year 
period constituted ordinary income, not gain 
derived from a sale of a capital asset, in 
spite of the fact that the original contract 
provided for a sale, not a license. The final 
payment was made as “part of the sales 
price of property other than a capital asset.” 


Sales v. License 


The Commissioner will examine any roy- 
alty arrangement between licensor and licensee 





to de 
ine | 


In 
14,9 
entil 
inve 
resu 
trac’ 
use 


assi 
was 
not 
that 
trac 
was 
to 
roy 
gail 
$101 
tiot 
not 
in 
ur¢ 
our 
int 
M) 
Co 


oO! 





as a 
and 
mn in 
than 
<tent 
had 
for a 
se of 
mis- 
very 
ls of 
‘din 
nd is 


- 947 
sated 
s (to 
1e of 
yene- 
itself 
dver- 
filed 
was 
vhich 
ck in 
of a 
ntory 
year, 
larily 
purse 
were 
ously 
t re- 

No 
tents. 
1 not 
apital 
inder 
942). 
ale of 


1130 
- was 
le re- 
gain. 
yr the 
n the 

was 
 pay- 

held 
--year 
t gain 
et, in 
ntract 
> final 
sales 
sset.” 


y roy- 
censee 


razine 





to determine whether it is a sale or a genu- 
ine license arrangement. 


In Ed C. Myers, 6 TC 258 [CCH Dec. 
14,992] (A), an exclusive license granting 
entire monopoly and property rights in an 
invention was determined by the court to 
result in a sale and not a license. The con- 
tract granted an exclusive license “to make, 
use and sell throughout the United States 

. petitioner’s invention.” This exclusive 

assignment of monopoly and property rights 
was, in the opinion of the court, a sale and 
not a license. The Commissioner contended 
that the termination privilege in the con- 
tract, if royalties went below stated figures, 
was incompatible with “sale,” and attempted 
to tax the receipts by Myers as ordinary 
royalty income. Myers contended capital 
gain. The Tax Court rejected the Commis- 
sioner’s position and reached the determina- 
tion that the transaction was actually a sale, 
not a license arrangement. “The condition 
in the agreement which the Commissioner 
urges as a basis for his contentions are, in 
our opinion, conditions subsequent and did not 
interfere with passing of ownership.” The 
Myers opinion cited Commissioner v. Celanese 
Corporation, 140 F. (2d) 339 [44-1 ustc 
§ 9147], wherein the court held “that such 
conditions subsequent did not show that the 
contract was merely a licensing agreement 
so as to make the payments under the con- 
tract ‘royalties’ instead of payments as part 
of the purchase price of the patents.” The 
Commissioner, in the Myers case, contended 
that the contract was a licensing agreement 
as the user might lose the patents and the 
vendor recover them as a result of contract 
restrictions and limitations. The court re- 
jected this as precautionary in the protection 
of the rights of the parties under the con- 
tract, and held. that none of it affected the 
intent and purpose of the contract to vest 
immediately in the purchaser absolute title 
to the patents. 


When the facts warrant, it will be con- 
tended that a royalty agreement exists and 
ordinary income is produced. The courts 
do not always agree with the Commissioner. 
The courts have held that where the licensor 
or owner of patents divested himself irrevo- 
cably of certain capital investments in con- 
sideration of payments made to him by the 
buyer, the result was a sale and not a license. 
In Parke, Davis & Company, 31 BTA 431 
[CCH Dec. 8748](A), the taxpayer had paid 
$1,224,257.72 for legal title and beneficial 
ownership of a patent. Parke, Davis & 
Company sold one half of its equitable in- 
terest in the patent to Lilly & Company. 
The purchase price was one half of the 
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original capital outlay of Parke, Davis & 
Company. The court believed that although 
the parties to the contract through which 
this result was reached termed themselves 
“licensor and licensee,” the contract actually 
resulted in a sale, not a license. Such terms 
were not controlling upon the court. (The 
opinion cited A. B. Watson, 24 BTA 466, 
aff'd 62 F. (2d) 35 [3 ustc J 1001], in which 
it was determined that an equitable interest 
in patents is subject to transfer.) The Com- 
missioner contended that this arrangement 
was a license agreement and not a sale be- 
tween Parke, Davis & Company and Eli 
Lilly & Company, and the money paid by 
Lilly & Company represented ordinary in- 
come to Parke, Davis & Company and not 
a repayment of its original investment. The 
Commissioner’s reasons were as follows: 
(a) While the right to make and use the 
invention was transferred, the right to sell 
the invention was not included. (b) Im- 
provements on the invention were to belong 
to the petitioner (Parke, Davis & Company). 
(c) The petitioner alone was given the right to 
sue for infringement. (d) Eli Lilly & Com- 
pany did not receive the right to grant to others, 
by way of license, the right it received from 
the petitioner. This effort by the Commis- 
sioner to tax the payment of one half of the 
cost of the patent as ordinary income to 
Parke, Davis & Company was rejected by 
the court, which treated the transaction as 
a sale, not royalty. 


The question of sale or license arrange- 
ment was the issue in Seattle Brewing & 
Malting Company v. Commissioner, 6 TC 856 
[CCH Dec. 15,117]. Although the asset 
conveyed was not a patent, the legal princi- 
ples involved are pertinent to this discussion 
of sale or license of patents. The taxpayer 
received a license to use a trade name within 
a limited territory with an option to pur- 
chase. The agreement provided that after 
five years the petitioner should have the 
right and option to terminate all royalties 
thereafter payable by executing and deliver- 
ing to Ranier (seller) its promissory notes 
in the principal sum of $1,000,000. The 
court, in determining whether this was a 
sale or license arrangement, said that the 
notes were the consideration for the exclu- 
sive and perpetual use of such rights there- 
after. Upon the exercise of the option, the 
petitioner acquired a capital asset, for which 
it paid $1,000,000. This was held to be a 
capital transaction. The amount paid by the 
grantee could not be amortized because it 
was perpetual. The provisions in the con- 
tract, the court said, were inconsistent with 
the theory of a lease or license and were 
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more consistent with the idea of a sale. 
The rights of the seller were but conditions 
subsequent and did not defeat the determi- 
nation of a sale. The issues decided were 
as follows: (1) The right to use the trade 
name is property which the owner thereby 
can license or assign to others. (2) The 
exclusive or permanent right to manufacture 
in limited territory is an assignment of a 
property right. (3) The taxpayer acquired 
a capital asset; and the transaction was a 
sale, not a license agreement. 


Wasting Asset 


The purchase of a patent used in the buy- 
er’s trade or business results in the acqui- 
sition of a “non-capital” asset. (See I. R. C. 
Section 117 (j).) The patent is granted a 
statutory life of seventeen years from the 
date the patent is granted. In Bulletin F 
(revised January 1942), the Commissioner of 
Internal Revenue discusses depreciation, ob- 
solescence, estimated life, use, and deprecia- 
tion rates. “The production of net income 
usually involves the use of capital assets 
which wear out, or are consumed in use. 
The wearing out, exhaustion, or consump- 
tion usually is gradual, extending over a 
period of years. It is ordinarily called depre- 
ciation and the period over which it extends 
is the normal useful life of the asset. .. . 
The consumption of trade or business capi- 
tal represented by depreciation is an operat- 
ing cost, the deduction of which in computing 
net income is specifically provided for in 
the Internal Revenue Code under deprecia- 
tion.” 


The depreciation allowance on property 
(patents used in trade or business) is the 
cost or other basis deducted over the life of 
the patent from the time of the grant or the 
acquisition by the taxpayer. (Regulations 
111, Section 29.23 (1)-7. See Curt H. Rei- 
singer, 144 F. (2d) 475 [44-2 ustc J 9443]; 
aff’'g 2 TCM 163 [CCH Dec. 13,234(M)].) 


If the patent becomes obsolete prior to its 
expiration, the taxpayer may deduct such 
proportion of the amount on which its de- 
preciation may be based as the number of 
years of its remaining life bears to the entire 
number of years between the basic date and 
the legal expiration date. (Regulations 111, 
Section 29.23 (1)-7.) 


The depreciation allowance begins from 
the date of the issuance of the patent. See 
Hyatt Roller Bearing Company v. U. S., 43 F. 
(2d) 1008 [2 ustc J 588]. A license for use 
of a patent during its life is also to be 
written off over the life of the patent. See 


Bendix Engineering Works, Inc.,23 BTA 1049 
[CCH Dec. 7086] (A). In certain cases, a 
license protected only by an application for 
a patent has also been depreciated over the 
life of the patent. See Crowell Corporation, 
5 BTA 737 [CCH Dec. 1970] (A); B. F. 
Sturtevant Company v. U. S., 18 F. Supp. 28 
(1937) [37-1 ustc {§ 9064], aff’d 99 F. (2d) 
72 [38-2 ustc J 9507]. Here it was held that 
the word “patent” includes exclusive rights 
secured by an application or by license. 
However, as a general rule, the Department 
has consistently held that patent applications 
were not subject to depreciation. (S. M. 
5038, V-1 CB 242.) 


In Associated Patentees, Inc., 4 TC 979 
[CCH Dec. 14,440], the Tax Court allowed 
the petitioner a deduction for exhaustion of 
patents equal to the total payments paid by 
it as patent royalties in that year. Cost to 
the petitioner was eighty per cent of the 
yearly income it received from licenses 
granted to use the patents. The patents 
had a value far in excess of the total amounts 
paid for them in 1940. The petitioner was 
entitled to recover the total cost of the 
patents through reasonable deduction for 
exhaustion over the period of their lives. 
The cost payment made each year was sub- 
ject to depreciation in its full amount be- 
cause it pertained to that year alone and was 
measured by income over that period. 
(I. R. C. Section 23 (1).) 


In Viber Company, 3 TCM 1066 [CCH 
Dec. 14,178 (M) ], experimental expenditures 
resulting in patents were held capital ex- 
penditures to be exhausted over the life of 
the patent. 


In G. R. Fouche, 6 TC 462 [CCH Dec. 
15,030] (A), the petitioner was denied de- 
preciation on license for failure to show cost 
or basis for the license agreement. 


“‘Doing Business”’ 


A study of inventors’ sales of patents in- 
cludes many interesting cases from which 
the basic requirements of “doing business” 
may be inferentially determined. No attempt 
will be made to review all cases dealing with 
this subject. The facts in each case will 
reveal the reasons for the final determination. 


The patentor may license its patents to 
other companies and not be regarded as pos- 
sessing property which was stock in trade 
and held for sale in the ordinary course of 
business. (S. E. Diescher, 36 BTA 732 [CCH 
Dec. 9787], rev'd in part 110 F. (2d) 90 
[40-1 ustc J 9233].) 
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The intent of a taxpayer will assist in the 
final determination of his status, such as 
that of an inventor conducting a trade or 
business or that of a “Sunday inventor.” In 
Edwin S. George, 22 BTA 189 [CCH Dec. 
6709] (A), the question arose as to what 
was a commercial venture and what was a 
personal activity. Here the taxpayer kept 
separate books on the operation of his gar- 


. den orchard and two commercial orchards. 


One was regarded by him as personal; the 
others, as commercial. One distinction was 
whether the activity was carried on for rec- 
reation or pleasure, or operated for gain. 
The court said these facts must be weighed 
as they are controlling. 


In Paul H. Smythe, Jr., June 25, 1942 
{CCH Dec. 12,576-C], the court found that 
the taxpayer had issued a license calling for 
payment of a stipulated license fee to him, 
and ultimately made his invention the sub- 
ject of sale. He offered other musical pat- 
ents for sale and went about the country 
seeking patents to purchase for resale. The 
circumstances satisfied the court that the 
subject matter of the sale was not a capital 
asset as that term is defined. The court 
held that the petitioner was an inventor by 
trade, and the asset sold was a business 
asset taxable as ordinary gain. 


In Harold T. Avery, supra, the taxpayer 
also was held to be a professional inventor, 
engaged in inventing and procuring patents 
for subsequent sale and license. His claim 
that a capital gain resulted from the sale of 
his patent was, therefore, denied. 


In Lester P. Barlow, supra, the taxpayer 
was not a professional inventor, although 
he had many patents. The court stated that 
“Barlow was not in the business of selling 
inventions or patents. He had no customers 
in an ordinary course of business; of his 
many and various inventions, he sold only 
the drop bomb invention in 1917 . . . not 
in the ordinary course of business but be- 
cause out of special circumstances. By the 
very careful definition of the term capital 
assets in Section 117 (a) (1), it is not per- 
missible to exclude patents or inventions 
which are not held for sale to customers.” 
It was not held that licensing alone by an 
inventor who does not sell or otherwise hold 
inventions or patents for sale deprives him 
of the right or saves him from the burden 
of the capital gain or loss provisions. The 
court said that the Avery decision was not 
controlling and the gain was capital gain, 
not ordinary income. 
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In John W. Hogg et al., 3 TCM 212 [CCH 
Dec. 13,795(M)], the sale of a patent was 
treated as that of a capital asset. In 1922 
the petitioner, while in the employ of a 
company, had invented a meter by devoting 
his efforts and experience to the project at 
night for an undisclosed period of time. He 
obtained a patent, but it was never sold. In 
1934 he filed application for a patent on 
another invention, on which he had worked 
at odd times and off hours, and was granted 
a patent in 1935. In 1937, he granted a cer- 
tain company an option for ninety days to 
become a licensee of the last patent. This 
was exercised. He received royalties of 
$49.97 in 1938, $1,604.81 in 1939 and $7,983.48 
in 1940, which were treated as ordinary in- 
come. Meanwhile, he had been experiment- 
ing during off hours, at night and on Sundays 
for a month or so; and in 1940, he filed an 
application for another patent. This patent, 
which he received in July, 1941, was never 
offered for sale. The petitioner improved 
the patent obtained in 1934, received an- 
other patent in 1942, and offered the patent 
for sale. In August, 1940, the petitioner and 
the licensee of his patent cancelled the 
licensee agreement, and the petitioner sold 
the patent to the licensee for $26,100, pay- 
able $15,900 on date of contract and $10,200 
on or before March 15, 1942. The petitioner 
never claimed depreciation on his income 
tax returns, nor did he receive any royalties 
on any other patents. This was the only 
patent he ever sold. The Commissioner con- 
tended that the petitioner was ‘an inventor 
engaged in development of licensing and 
sale of patents,” and cited Harold Avery, 
supra, and John Fackler, 45 BTA 708 [CCH 
Dec. 12,169], aff'd 133 F. (2d) 509 [43-1 
ustc J 9270]. The court decided in favor of 
the taxpayer, asserting that he invented dur- 
ing off hours and did not carry on a trade 
or business. 


In Maurice Baron Cooke, 4 TCM 204 [CCH 
Dec. 14,398(M) ], the Tax Court denied that 
the petitioner was a professional inventor or 
employed as such because he had made in- 
ventions in which his employer was inter- 
ested. “Whatever inventions were made by 
petitioner,” said the court, “were made not 
as a personal hobby outside of his regular 
employment which had reached proportions 
equivalent to a personal business, but as 
incidents to and as a part of his regular 
employment,” and at the request of his em- 
ployer. “The petitioner did not himself 
carry on the business of making inventions, 
acquiring for himself patents thereon and 
disposing of the patents by sale.” 
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Option To Purchase 


Frequently contracts grant an option to 
purchase. In the year the option is exer- 
cised, there may be two payments: (1) 
royalties and (2) the purchase price. Will 
the first payment be treated as purchase 
price or allowed as royalty? In Rotorite 
Corporation v. Commissioner, 117 F. (2d) 245 
[41-1 ustc § 9166], an option to purchase 
had been granted and provided for a credit 
against the purchase price of all royalties 
paid between the contract and exercise dates. 
On January 1, 1935, a balance remained be- 
tween royalties paid to date and contract 
price. During 1935, the option was exercised 
after it had paid $65,797.06 in royalties. The 
court reached the conclusion that the royal- 
ties paid in 1935 prior to the exercise date 
were payments on the purchase price, and 
the licensee was denied the deduction of roy- 
alties. The court sought the substance of 
the transaction. 


Basis 


The basis for determining gain or loss of 
a patent or an application, is its cost. (I. R. 
C. Section 113 (a).) The basis for gain or 
loss should be adjusted for capital charges, 
losses and depreciation. (I. R. C. Section 
113 (b).) The basis of the patent in a tax- 
free transfer or reorganization under I. R. 
C. Section 112 (b) (5) or 112 (g) is the 
transferor’s basis. Where two or more tax- 
payers transfer property to a newly formed 
corporation and do not receive stock from 
the transferee substantially in proportion to 
their previous interest in the property trans- 
ferred, gain or loss is recognized to the 
transferors. (Diescher v. Commissioner, su- 
pra.) The transferor’s basis is applied to 
prevent a stepped-up or new basis for gain 
or loss, or depreciation to the transferee, 
subject to adjustment for gain or loss rec- 
ognized. (I. R. C. Section 113 (a) (6).) 


In Elrod Slug Casting Machine Company v. 
O’Malley, 57 F. Supp. 915 (DC Neb., 1944) 
[44-2 ustc J 9521], it was held that the value 
of the stock transferred to owners for the 
patents represented the cost of the patent 
rights to a corporation. Inasmuch as all the 
common stock was issued for the patent 
rights, the value of such rights was consid- 
ered the value of the stock. Where the 
report of the examining agent of the Inter- 
nal Revenue Department as to such value 
was received and acted upon by the Com- 
missioner for several years without question, 


that value was accepted as correct by the 
court. There was no evidence that it was 
an error, even though the Commissioner 
contended that in subsequent years the cost 
should be regarded as less. (See Mertens, 
q 21.16.56.) 


In American Security Company, 2 TCM 
356 [CCH Dec. 13,336(M)], June 25, 1943, 
it was concluded that the transfer of the 
properties to the petitioner was not under 
Section 112 (b) (5) of the Revenue Act of 
1934. The transferors were not in control 
of the transferee corporation immediately 
after the exchange within the meaning of 
Section 112 (b), and the amount of the 
petitioner’s stock and securities received by 
the transferors was not substantially in pro- 
portion to their interest prior to the ex- 
change so that the cost of the property was 
the face amount of the bonds issued for it. 
The taxpayer issued $460,000 in bonds to 
those contributing to the purchase of the 
properties who had acquired the property for 
$250,000 from the receiver. 


Section 107 


If at least eighty per cent of the total 
compensation for personal services covering 
a period of thirty-six calendar months or 
more (from the beginning to the completion 
of such services) is received or accrued in 
one taxable year by an individual, or a part- 
nership, the tax shall not be greater than 
the aggregate of the taxes attributable to 
such part had it been included in the gross 
income ratable over that part of the period 
which precedes the close of the taxable year. 
The term “artistic work or invention” in 
the case of an individual includes a patent. 


Holding Period 


In determining the holding period with 
respect to short-term or long-term gain on 
the sale of a capital asset under I. R. C. 
Section 117 (a) or (j), it is necessary to 
determine the date of acquisition. If the 
asset is a patent, it is necessary to determine 
the date when the patent was actually re- 
duced to practice if this date precedes the 
date of issuance. The Tax Court has de- 
cided that the holding period commences 
with the reduction of the original invention 
to actual practice. The elapsed time between 
this date (earlier than the date of issuance) 
and the date of sale of patent rights, if in 
excess of the statutory holding period re- 
quired under I. R. C. Section 117 (capital 
assets), creates capital gain or loss. See 
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Samuel E. Diescher, Ed C. Myers, and Bar- _ includible in inventory if on hand at the 
low, supra. end of the year, or of a kind held primarily 
ioner for sale to customers. His conduct must be 
cost examined carefully. The agreement between 
tens, Conclusion patentor and licensee with respect to the 
, : ‘ c : sale or licensing, must be carefully consid- 
rCM The inventor licensing his property rights ered for its effect on the taxpayer's status. 
1943 receives ordinary income. He may sell his It is manifest that unless patents are of a 
: the property right and still receive ordinary in- kind (1) includible in inventory or (2) sold 
ll come rather than capital gain. His tax sta~ in the ordinary course of business, mere 
pe! tus, however, is not always thus, and he may licensing or terminating a sale or license 


ohh receive capital gain on sale of his patents agreement for insufficient income will not 
inely though he formerly licensed them for use. of itself change the status of capital gain on 
". This will depend on whether he is conduct- the sale of such an asset to ordinary income. 
Pe ing a trade or business in patents of a kind [The End] 
d by 
so — er _____—_. 
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ARKANSAS RESOLUTION 
The recently adopted resolution of the Arkansas 
Legislature is one of many “community property” 
otal resolutions which may be expected to come from states 
ring wanting to follow the lead of Oklahoma in obtaining 
Sor | the tax advantage afforded by tax returns filed on a 
“ym " “community property” basis. 
in J 
art- The Arkansas resolution provides that the Internal 
than Revenue Code be amended as follows: 
eet “Where gifts are made to wives, sons and daughters, 
ca i by a husband and parent, the property transferred by 
. such gift shall be considered the exclusive property of 


pi the donee, and the donee shall have exclusive right to 


in the income from such property.” (Chapter IV— 
, Gift Tax.) 


“Nothing in Supplement F shall be construed to 
prohibit partnerships between husband and wife, father 
and children, mother and children and/or brothers and 


ag sisters.” (Supplement F.) 
i: “Income received by any citizen of the United States 
y to from property owned by such citizen, whether such 
the property was received by gift, inheritance, purchase or 
nine otherwise, shall be taxed to the person receiving such 
re- income, and such income shall not be included in or 
the with the income of any other citizen and taxed against 
de- such other citizen of these United States.” (Sub- 
ices chapter B.) 
tion 
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TAX PROBLEMS 
of 


of Minnesota. 


the National Government 


ROY G. BLAKEY . . . of the School of Business Administration, University 
This article is based on an address delivered by Mr. Blakey at 


the Eighth Annual Minnesota Bankers’ Conference, held at the University of 


N TRANSMITTING his budget mes- 
sage for the fiscal year 1948, the Presi- 
dent of the United States estimated national 
expenditures would be $37.5 billion and bud- 
get receipts slightly more,-so that there 
might be a surplus of $200 million. If Con- 
gress should concur with the President’s 
recommendations to continue the 1947 (cur- 
rent) tax structure, including excise taxes, 
and to increase the postal rates sufficiently 
to eliminate the postal deficit, expenditures 
could be reduced to $37.1 billion and rev- 
enues increased to $38.9 billion, leaving a 
surplus of $1.8 billion (which could be used 
for debt reduction). The 1947 estimate of 
budget receipts was $40.23 billion and the actual 
receipts for 1946 totaled $43.04 billion. 

These amounts approximate the Depart- 
ment of Commerce’s estimates of total 
national income at the bottom of the depres- 
sion (1932 or 1933). Taxes to balance the 
President’s estimate of 1948 expenditures 
would require an average per capita levy 
of over $250, or over $1,000 per average 
family of four. This does not include state 
and local taxes, which probably average ap- 
proximately $300 per family. It is obvious 
that American taxes will be high if the 
budget is balanced, even if Congress suc- 
ceeds in reducing expenditures a few billions 
below President Truman’s estimates. 


Campaign Promises 


Congressman Knutson, now chairman of 
the Committee on Ways and Means, and 
numerous other Republicans were quite 
vocal in the November election campaign 
about reducing expenditures, taxes, and the 
public debt if they were elected. A twenty 


Minnesota earlier this year 





per cent cut in personal income taxes “across 
the board” became almost a slogan, and no 
one questions that Mr. Knutson has tried to 
make good his campaign promises. How- 
ever, by the time he introduced H. R. 1, he 
had been prevailed upon to modify the uni- 
form twenty per cent “across the board” so 
that the cut would be only about half that 
percentage on individual incomes in excess 
of $300,000. It is said that there are not 
over 600 incomes of that size anyway. 


Numerous colleagues of Mr. Knutson, as 
well as Democrats, continually present ob- 
jections to his bill and suggest graduated 
cuts that would be more favorable to small 
incomes and less favorable to large ones. 
Even some of his sympathizers among the 
party leaders are uncertain how to make 
cuts that will balance the budget and at the 
same time reduce the debt and keep the 
voters happy. 


Presidential Recommendations 


In the meantime, President Truman pro- 
claimed the end of hostilities. This meant 
that numerous luxury taxes would expire 
June 30, 1947, unless renewed, a result 
greatly desired by many. But their rejoic- 
ing was short lived. As mentioned above, 
President Truman recommended continu- 
ance of existing taxes, including excises, 
and numerous Republicans joined the ad- 
ministration forces to extend the luxury ex- 
cises that otherwise would expire in a few 
months. Incidentally this action of the na- 
tional legislature probably discomfitted num- 
erous state and local budget planners who 
have been counting on taking over the 
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various luxury taxes which they expected to 
be released by the national government. 


As everyone knows, the Republicans have 
been out of power for an unprecedented 
period and are counting strongly on winning 
the Presidency as well as the Congress in 
1948. They have committed themselves so 
strongly to the reduction of expenditures 
and taxes and to the balancing of the budget 


that they will lose prestige if they fail to do 
so, though they know that Roosevelt who 
made similar commitments and _ aban- 
doned them within a year was reelected 
three times. However, candidates with 
Roosevelt’s charms are not always available; 
therefore it is highly important that such 
strong pre-election commitments be made 
good, if possible. How shall this be done? 





BUDGET RESUME 
Based on existing and proposed legislation * 


(For the fiscal years 1946, 1947, and 1948. 
Actual, 1946 Estimate, 1947 Estimate, 1948 


Description 


BUDGET RECEIPTS AND 
EXPENDITURES 


Excluding trust and debt transactions 
};UDGET RECEIPTS: 


In millions) 


























oss Direct taxes on individuals $19,008 $18,637 $19,120 

on Direct taxes on corporations . 12,906 9,227 8,270 

to Excise taxes By ee aN 6,696 7,283 6,118 

Employment taxes ........... 1,714 1,955 2,694 

-a “SS Nn Sia a a 435 496 517 
le Miscellaneous receipts: 

_ Present law ........... 3,480 3,987 2,620 

so Proposed legislation 379 
_ Total receipts ....... 44,239 41,585 39,717 
| Less net appropriation to old-age and 
not survivors insurance trust fund . 1,201 1,355 1,987 

Budget receipts ... 43,038 40, 230 37,730 

Ss SS —— —S—— 
7 SUDGET EXPENDITURES: 
ted General and special accounts; and checking 
rall accounts of wholly owned government cor- 
an | porations and credit agencies with U. S. 
the Treasurer (net): 

a National defense . 45,012 14,726 11,256 
ake Veterans’ services and benefits 4,414 7,601 7,343 
the International affairs and finance. . 1,464 6,394 3,510 
the Social welfare, health, and security 1,113 1,570 1,654 

Housing and community facilities —180 544 539 
Education and general research. 88 7i 88 
Agriculture and agricultural resources 752 1197 1,381 
Natural resources -not primarily agri- 
CUM 5 5828 PI Ss 257 728 1,101 
tall Transportation and communication 824 905 1,530 
‘ant Finance, commerce, and industry 30 83 426 
Dre i eis 104 124 118 
sult General government 972 1,545 1,492 
0ic- Interest on the public debt 4,748 4,950 5,000 
ve, Refunds of receipts ... 3,119 2155 2,065 
nu- Reserve for contingencies 10 
Ses, Adjustment to daily Treasury statement 
ad- NMR ek ie ra are ce te _ sete x 
ex- Total Budget expenditures 63,714 2,523 37,528 
few Excess of Budget receipts over expenditures 202 
na- Excess of Budget expenditures over receipts 20,676 2,293 
— 1 Estimates in this table exclude proposed extension of war excise-tax rates beyond June 30, 
vno 1947, and proposed elimination of the postal deficiency. From The Budget of the United States 
the Government, 1948, p. 63. 
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Expenditures already have been reduced 
to about forty per cent of what they were 
at the war peak and the debt has been cut 
by about $20 billion, principally by applying 
proceeds of the last loan and Treasury till 
money. In explaining and justifying his 
1948 budget, the President cites the irre- 
ducible needs and the cuts already made: 


Of twenty-six emergency war agencies in 
operation on V-J Day, twenty-one have been 
liquidated and three others are in process 
of liquidation; 

Besides the marked reduction in the per- 
sonnel of the armed forces, the budget as- 
sumes that in the fiscal year 1948 civilian 
employes of the federal government will 
number less than three-fifths of their war- 
time maximum; 


Five items—debt service, tax refunds, na- 
tional defense, international commitments 
and veterans’ benefits—account for 29.2 bil- 
lion dollars or nearly four-fifths of the total 
contemplated expenditure; 


Little more than one-fifth of the total 
budget has been allocated to regulation and 
improvement of transportation and com- 
munication systems, development of natural 
resources including atomic energy research, 
construction of public works, aids to agri- 
culture, subsidies and grants to states and 
to the several programs in social welfare, 
health, security, education, general research, 
housing, liquidation of war surpluses, serv- 
ices to business and labor and the operation 
of established departments and agencies. 


What Cuts Are Possible? 


It is difficult for a layman—and nearly 
all of us, including congressmen, are lay- 
men with respect to most of these matters— 
to know just where and to what extent cuts 
in expenditures may be made wisely. It 
would appear that the largest items would 
offer the widest latitude for substantial cuts; 
but the President, General Marshall and 
others who are in the best positions to 
know, insist that to cut the biggest item, the 
estimate for national defense, “would im- 
mediately weaken our international posi- 
tion” at this critical juncture of international 
uncertainty and negotiation. 


The next largest item is for veterans’ serv- 
ices and benefits. Few in responsible posi- 
tions have the knowledge, the desire, or the 
temerity to reduce it substantially even if 
they could. The interest on the national 
debt and the refunds due under tax laws 





1 These are summaries of statements in ‘‘High- 
lights of the President’s Budget Message.”’ 
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are fixed obligations which must be met. 
The item for international finance is largely 
to meet commitments already made and for 
relief to countries urgently in need, 


Senator George, formerly Democratic 
chairman of the Senate Finance Committee, 
has recommended cutting federal civilian 
personnel another half million and making 
enough reductions elsewhere to amount to 
$4 billion. Various others, especially among 
the now dominant Republicans, advocate 
other cuts; but not many of them have been 
very specific yet as to just what services 
should be cut and how much. One would 
guess that probably the budget and appro- 
priations may be reduced to $32 billion 
or possibly $30 billion for 1948, but it seems 
rather doubtful if the lower figure will 
actually be realized this year unless a serious 
economic depression is threatened. If such 
a depression does come, existing tax rates 
are not likely to raise sufficient revenues even 
if expenditures are reduced. 


No ‘Free Meals’”’ 


The remarks about .expenditures have 
been made in this article, which is supposed 
to be focused upon taxes, because taxes are 
determined by expenditures. Those who 
have lived in the United States during the 
past seventeen years may have forgotten 
about the presumed correlation between ex- 
penditures and taxes; but whether they have 
forgotten or not, the “chickens are sure to 
come home to roost”—if not in one 'guise, 
then in another, if not in taxes so called, then 
in subtle or not-so-subtle inflation erosion 
and other costs. There “ain’t no free meals” 
in the economy as a whole, though there may 
be some “free meals” for certain individuals 
or groups at the expense of other indi- 
viduals and groups. Moreover, it is true 
that the economy may be so organized and 
function so much more efficiently that bigger 
and better meals may be had at substan- 
tially lower costs than in some other economy 
which operates with great friction and much 
less efficiently. 


Preliminary Tax Legislation 


Some of the federal taxes were reduced 
or repealed in 1945, not long after the firing 
ceased. Individual and corporate income tax 
rates were reduced, and several taxes apply- 
ing to corporations were repealed, for ex- 
ample, the war excess profits tax, the 
declared-value excess profits tax and the 
capital stock tax. It does not seem im- 
probable that Mr. Knutson’s bill, amended 
to reduce cuts on larger incomes, or some 
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other bill providing graduated and lower 
reductions on individual incomes, may be 
passed by both houses of Congress this 
spring. Whether the President would veto 
such a bill and whether it could be passed 
over his veto, would depend somewhat upon 
the character of the bill and also upon other 
factors which are not too clear at present. 

If such a bill is to apply to 1947 income 
and the tax is to be withheld at the source, 
the sooner it is passed the less difficult will 
be the task of withholding, and the less the 
confusion generally. According to a recent 
report, Senator Taft recommends a cut of 
twenty per cent in the individual net income 
tax to become effective July 1, 1947, rather 
than January 1, 1947, as proposed by Repre- 
sentative Knutson. 


A Longer View 


It is hoped that Congress will not haggle 
long over this preliminary bill. It should 
get busy on more fundamental and long-time 
tax problems and policies involved in con- 
version from war to peace conditions. These 
problems involve more than taxes proper 
or taxes merely; they involve the related 
problems of expenditures and also the very 
serious problems connected with the public 
debt and fiscal policy generally. 

An unusual amount of attention has been 
given to some of these problems during the 
past three years, though most of those re- 
sponsible for these studies have assumed 
national budgets of only half or two thirds 
of present estimates; consequently, a large 
part of their specific recommendations will 
fall far short of requirements, unless the 
economy can be stabilized near the peak of 
war “prosperity.” However, these studies 
do indicate and illuminate some of the im- 
portant problems which congress will prob- 
ably consider when formulating long-run 
tax legislation? 





? These studies may have been made for years 
further from the war than 1948. A few of the 
best known and most carefully considered are 
the following: 

Twin Cities Research Bureau, Postwar Taxes, 
St. Paul, 1944; 

Committee for Economic Development, A Post- 
war Federal Tax Plan for High Employment, 
New York, 1944; 

National Planning Association (Beardsley 
Ruml and H. Chr. Sonne), Fiscal and Monetary 
Policy, Washington, 1944; 

A. H. Hansen and H. S. Perloff, State and 
Local Finance in the National Economy, New 
York, 1944; 

Committee on Postwar Tax Policy (H. L. 
Lutz, Roswell Magill, et al.), A Tax Program 
for a Solvent America, New York, 1945; 

H. M. Groves, Postwar Taxation and Eco- 
nomic Progress, New York, 1946. (Sponsored by 
C. B.D 
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Importance of High, 
Stable Economic Level 


All of these tax studies wrestle with the 
problem of what taxes or what tax system 
will promote and somewhat stabilize economic 
prosperity. Most of them recognize or assume 
that high or full employment, which goes 
with a high level of business and a high level 
of production, is necessary not only for gen- 
eral high standards of living but also in 
order to provide an adequate tax base for 
the unprecedented postwar needs of federal, 
state and local governments. Taxes which 
average $1,000 or $1,300 per average family, 
which take one fourth or one third of the 
national income, or which rise as high as 
eighty per cent or ninety-five per cent upon 
individual and corporate incomes, seem un- 
endurable as long-time measures and very 
repressive to business and, hence, to em- 
ployment and to standards of living. 

It is obvious, however, that if we can 
maintain the national income around $140 
billion (it has been appreciably higher than 
that during the last three years) we can pay 
taxes to meet a national budget of $37.5 
billion or $32 billion and still be better off 
than in 1939 (start of World War II) when 
our national income was about $70 billion 
and national government expenditures $8 
billion or $9 billion. But if we should let 
our national income fall to $83 billion (1929 
level), the highest we ever had before World 
War II, federal taxes of $37.5 billion or 
$30 billion would accelerate the economic 
tailspin. 


Change in Emphasis 


Prior to the great depression of the 1930's 
most tax discussion in this country centered 
on equitable taxes to balance the budget. 
The main regulation of the economy was left 
to natural forces and to money theorists and 
bankers who manipulated credit through in- 
terest rates, open market transactions, et 
cetera. But credit manipulation, especially 
under the restrictions of the existing gold 
standard and court decisions, failed to meet 
the emergencies of the 1930’s; therefore, the 
latter was abandoned and “fiscal policy” so 
called (meaning public finance, and hence 
including tax, expenditure and debt policies) 
was added to credit policy by those who 
planned the regulation of the economy. 

In other words, Keynes and his followers, 
who have been the leaders of most tax and 
other fiscal policy proposals in recent years, 
have focussed their discussions upon over- 
coming depressions, unemployment, under- 
investment, under consumption, oversaving, 
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or upon increasing investment, employment, 
national income and building up and main- 
taining the economy, rather than upon taxes 
to balance the budget. They have assumed, 
implicitly or explicitly, that the budget 
would be no problem if the economy main- 
tains a high level of employment and a high 
level of national income. Ruml is reported 
to have said that he would not levy taxes to 
raise revenue but he would levy and, if 
necessary, raise them to the extent required 
to prevent or control inflation. 


If I understand them, Ruml, Hansen and 
other Keynesians would have the national 
government borrow and spend (preferably 
for useful things) enough to prevent sub- 
stantial unemployment. Some of them ap- 
pear to advocate borrowing without any 
other limit than attainment of full employ- 
ment, some only to the point where the 
national income could no longer take care 
of the debt service. It would not be neces- 
sary or desirable to pay off principal of the 
national debt; in fact, some almost go into 
rhapsodies about how a national debt is a 
national blessing. 


Basic Questions 


As already indicated, one basic question 
which the present Congress is destined to 
struggle over from now on is what is wise 
politically; another is how much priority 
shall be given to budget balancing and debt 
reduction and how much to the employment 
of tax and other fiscal policies to promote 
high employment, business prosperity and 
stabilization of the economy. Shall the 
policy be to balance the budget and pay part 
of the debt principal annually (or nearly 
every year) or only in prosperous years? To 
what extent is Congress willing to incur de- 
* ficts to prevent unemployment, or to provide 
for military, veteran, international finance 
and relief, agricultural and other subsidies 
and services in time of peace, especially if a 
recession or depression should occur? Many 
will say that no one knows enough to regu- 
late the economy and, particularly, that Con- 
gress should not attempt to do so via fiscal 
policy. 

Suppose Congress is quite concerned about 
taxes as they restrict or encourage business, 
employment, national income and the sta- 
bility of the economy? Will Congress think 
it wise to maintain taxes at a relatively high 
rate on corporations in order that taxes on 
individuals may be reduced, as advocated by 
the Twin City Plan, or will it be more likely 
to follow the opposite policy as advocated 
by most of the recent plans cited in foot- 
note 2? 


The so-called “Full Employment” bill and 
the measure for “streamlining” the organiza- 
tion of Congress enacted by the last Con- 
gress indicated an intention to depart from 
former “orthodox” budgetary policies. The 
amendments to these bills and the later elec- 
tion of a Congress of different political com- 
plexion may raise some doubts as to the 
extent of probable departure from traditional 
ideas and practices by the new Congress. 


Some Agreements 


As already mentioned, 1945 measures adopted 
following V-J Day have reduced individual 
and corporate income taxes somewhat and 
eliminated excess profits and capital stock 
taxes on corporations. There have been 
some indications that a number of congress- 
men and also some members of the Treasury 
Department staff are in favor of eliminating 
or lessening the “double taxation” of cor- 
poration dividends and. the discrimination 
against earnings to pay dividends as com- 
pared with those to pay interest on borrowed 
capital. Many appear to agree to the re- 
moval of tax immunity of interest on future 
issues of government bonds, though numer- 
ous state and local government officials dis- 
sent and it is doubtful if this will be done 
this year or next. There is fairly general 
agreement also that losses should be carried 
forward for more years than at present, say, 
for five or six years. There is less agree- 
ment on carry-backs because of the admin- 
istrative difficulties of reopening returns, as 
well as for other reasons. 


Unsolved Problems 


Other problems affecting business and 
employment which have not been solved to 
the satisfaction of many, relate to the taxa- 
tion of undistributed corporate earnings, the 
treatment of consolidated returns and of 
capital gains and losses, the discrimination 
against irregular incomes, the proper treat- 
ment of new or small businesses (as well as 
of monopolies and huge corporations) and of 
corporations as compared with other forms 
of business organization, particularly part- 
nerships, sole proprietorships and cooperatives. 

Even if Congress passes legislation rela- 
tive to these matters this year or next, they 
are likely to be reopened from time to time, 
as are the perennial questions as to schedules 
of individual and corporate income tax rates, 
exemptions, credits for earned income and 
the taxing of incomes in community prop- 
erty states. 

The integration or proper correlation of 
federal income, estate and gift taxes is a 
very live question, as is the correlation of 
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various federal taxes with state and local 
levies. Every federal excise involves num- 
erous problems also. 

Obviously the present Congress has a 
huge and difficult task before it and is not 
likely to finish with it in a short time or 
even in the two years of its life. In fact, 
the problem is likely to last almost as long 
as the preacher’s problem of sin. However, 
that does not mean that either of them should 
throw in the sponge; life consists largely of 
trying to solve or lessen problems. The 
more prosperous the country is, the more 
tax rates can be reduced; but, in my judg- 
ment, it would be well to reduce the debt 
substantially in prosperous periods and post- 
pone most tax reduction to less prosperous 
times when individuals and businesses are 
less able to pay them. We will be much 
better prepared to face future emergencies 
the lower our interest and other fixed 
charges. 


Conclusion and Summary 


In conclusion and in summary it may be 
said that present and future taxes in the 
United States promise to be heavy, very 
much heavier in absolute amounts than be-. 
fore the last war. But our incomes are also 
much higher than before the war and our 
experience in that critical period demon- 
strated our ability to multiply our produc- 
tion (that is, our income) when we exercise 
our inventiveness, improve our organization, 
and all cooperate (with a minimum of strikes 
and lockouts) to produce all we can. 

If we have the wisdom and the will to 
continue to improve the research, the in- 
ventions, the organization and the coopera- 
tion practiced in the war, we can have not 
only the highest standard of living that has 
ever been attained, but also the largest tax 
base—one sufficient to raise adequate rev- 
enues with lower tax rates than now exist. 

This war also demonstrated that a sover- 
eign government with an economy like ours 
has little difficulty in raising funds. If the 
government cannot obtain capital by direct 
taxes or by borrowings from ordinary volun- 
tary savings, it can get results by more 
subtle means of taxation, that is, by the in- 
flationary process of printing greenbacks, or 
what is substantially equivalent, by causing 
commercial banks to create deposits. This 
inflation taxes individuals and classes, not 
on the basis of their incomes, property, or 
sales, but according to whether or not their 
incomes are inflated less or more than the 
incomes of others. If all persons’ incomes 
were inflated proportionately, relatively 
little harm would be done; but, in actual 
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practice, such inflations, especially when ex- 
cessive, throw the whole system of price 
relationships out of gear and engender the 
chaotic economic situations which follow 
most wars. 

The deficit financing plants of the Keynes- 
ians and others pose the question of which 
is worse, unemployment and business stag- 
nation or sufficient government borrowing 
(with the unrecognized but actual inflation 
involved) to provide “full employment.” If 
much unemployment can be prevented at 
the cost of a little inflation (counting all of 
the indirect and hidden costs as well as the 
obvious ones), it probably will pay to incur 
some deficit as the lesser of two evils— 
much as it may pay a merchant to sell on 
credit rather than demand cash if credit 
losses do not exceed two per cent or some 
other percentage that does not wipe out 
more of the profits than are brought in by 
the extra sales due to giving credit. Under 
some circumstances such deficit financing is 
advantageous not only to those who get 
“free meals” but also to business and the 
economy generally. 

In this age of industrialism with not only 
industry-wide but state-wide and world- 
wide interdependence, unemployment of labor 
and of machinery and other resources be- 
comes cumulative in spiral fashion. No one 
can be more concerned about stabilizing the 
economy at the highest possible level or pre- 
venting industrial interruptions, such as 
those occasioned by strikes and lockouts, 
than planners of national budgets.* 

Nor can anyone be more concerned than 
they about the maintenance of peace or the 
prevention of military warfare. Three 
fourths of all of our national expenditures 
today and throughout our national existence 
are the results of war. Nothing destroys 
life and wealth, or reduces potential produc- 
tion and standards of living, so much as in- 
dutrial and military warfare. 

Tax men, budget makers, citizens gener- 
ally and Congress in particular can do noth- 
ing better designed to increase the welfare 
of the people, or more likely to lighten tax 
burdens and increase standard of living, 
than to lessen and finally to eliminate the all 
too prevalent forms of warfare. We should 
not let minor details cut off our vision from 
major objectives. Taxes and fiscal policies 
are means, not ends. [The End} 


>This matter has been developed more ade- 
quately by the author on numerous other occa- 
sions. See ‘‘Taxation in a Dynamic Economy,”’ 
Proceedings of National Tax Association Con- 
ference, 1944, pp. 370-380; also ‘‘Postwar Fiscal 
Policy,’’ TAxES—The Tax Magazine, June, 1946, 
pp. 574-578. 
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. QUESTION of whether or not an 
alleged sale is what it appears to be, has 
come up many times in the past, usually 
from one of two causes: either the taxpayer 
is trying to establish a deductible loss by 
making a sale in the taxable year, or he is 
trying to establish a gain for one reason 
or another (often to take advantage of the 
capital gains provisions). In the first situa- 
tion, the Commissioner simply disregards 
the supposed sale and says there was no 
transaction within the meaning of the tax 
law. The second is more complicated. 
Sometimes the Commissioner can disregard 
the transaction for tax purposes, but more 
likely he will have to recognize that some- 
thing happened, and give it a name. 


Despite statutory changes, the question is 
likely to reappear in the future. Section 
24 (b) (1) ruled out for the future losses 
sustained in sales to controlled corporations 
and members of the taxpayer’s immediate 
family even before Higgins v. Smith’ ruled 
out at least some of them for the past. 
Whether a transaction is a sale or a partial 
liquidation—a much-litigated question *—is 
not now important. However, 24 (b) (1) 
does not apply to many cases of sales to 
corporations actually controlled by the tax- 
payer, nor does it apply to sales to relatives 
not in the immediate family or to trusted 
friends.* In addition, many possible dis- 
putes may arise from desire to realize a gain, 





1308 U. S. 473 (1940) [40-1 ustc J 9160]. 

2 See Stanley D. Beard, 4 TC 756 (1945) [CCH 
Dec. 14,379]; Clara M. Tully Trust, 1 TC 611 
(1943) [CCH Dec. 12,996]; Andrews Est., BTA 
memo. op. (1939) [CCH Dec. 10,794-G]. 

3 See Pierre duPont, 37 BTA 1198 [CCH Dec. 
10,075]. 
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or from other motives. 
wish to balance losses taken in the taxable 
year;* he may wish to take a gain without 
relinquishing control in a year in which he 
is in a low tax bracket; or he may conceive 
of a method to combine the corporate struc- 
ture with the sales provisions in order to 


The taxpayer may 


save taxes.® Different types of cases will 
call forth different statutory provisions, which 
will often lead to varying approaches by 
the courts; but the basic question always 
will be, “Was it a sale?” 


This conclusion might well be the subject 
of attack. A logical argument can be made 
to the effect that the two “normal” situations 
(establishment of loss and gain) call for 
entirely different approaches, with the sale 
to establish a loss calling for one set of rules, 
the sale to establish a gain calling for quite 
another. The decided cases, by their hold- 
ings and, to some extent, by their language, 
lend support to this argument; without ques- 
tion, they have been inclined to disregard a 
sale made to establish a loss much more 
than one made to establish a gain. This 
attitude very probably results, at least in 
part, from a similar attitude of Congress, 
expressed in the various Revenue Acts. The 
perfect example is the wash sales provi- 
sion® Under this section, if a taxpayer 
owns shares of stock in Corporation X and 
wishes to establish a loss, he may do so 





4See John Sherwin, 46 BTA 330 (1942) [CCH 
Dec. 12,415]. 

5 See P. O’B. Montgomery, 1 TC 1000 (1943) 
[CCH Dec. 13,134], where the primary purpose 
of sale rather than use of another device seemed 
to be to save gift taxes. 


6 Section 118, I. R. C. 


326 April, 1947 e TAX ES—The Tax Magazine 












by s¢ 


with 
bene 
to e! 
on tl 


pose 
goe 
pro 
it. 
a9 
cou 
trat 
Cor 


pay 





Ce ees 


may 
able 
hout 
1 he 
elve 
ruc- 
r to 
will 
hich 
: by 
vays 


ject 
1ade 
tions 
for 
sale 
ules, 
juite 
iold- 
lage, 
jues- 
rda 
nore 
This 
st in 
ress, 
The 
rovi- 
ayer 
and 
O sO 


[CCH 
1943) 


rpose 
emed 


azine 








by selling the stock, but may not repurchase 
within thirty days without losing the tax 
benefits of the sale. If, however, he wishes 
to establish a gain, he may sell the stock 
on the market and repurchase the same day. 


Preponderance of Loss Cases 


Congressional leniency toward the gain- 
establishing taxpayer is undoubtedly the cause 
of the disproportionate amount of litigation 
arising from losses in contrast to that arising 
from gains. There is no advantage for the 
taxpayer in making a dubious sale to his 
controlled corporation or his wife when, 
by paying transfer charges, he can make 
a sale of unquestioned validity on the open 
market. As mentioned above, this attitude 
probably had its effect also on the courts. 
However, to say that it does, or should, 
lead to an entirely different set of rules as 
to what constitutes a valid sale for tax pur- 
poses (assuming no statute directly in point), 
goes further than any court has gone and 
probably further than any court will go. 
It seems sounder to suggest that there is 
a substantial difference of degree: that a 
court, in applying approved tests to a given 
transaction, will be inclined to favor the 
Commissioner in a loss case and the tax- 
payer in a gain case. 


Approved Tests 


What are the approved tests? After skim- 
ming through Burnet v. Commonwealth Im- 
provement Company" and Higgins v. Smith, 
the reader might be pardoned for concluding 
that a sale was a sale within the meaning 
of the tax laws unless the Commissioner 
decided that it was not. Although this state- 
ment is extreme, it is unquestionably true to 
this extent: that if a sale is made legally 
and title actually passes, the Commissioner 
may, if he wishes, recognize the sale for tax 
purposes. That is the holding of the Com- 
monwealth Improvement case,® and the basis 
for the oft-reapeated quotation from the Smith 
case: “A taxpayer is free to adopt such 
organization for his affairs as he may choose 
and having elected to do some business as a 
corporation, he must accept the tax dis- 
advantages.” 


The real issue, therefore, will arise only 
when the Commissioner attempts to dis- 
regard the sale. Unquestionably, the courts 





7287 U. S. 415 (1932) [3 ustc f 1009]. 

8 See also Moline Properties, Inc. v. Commis- 
sioner, 319 U. S. 436 [43-1 ustc f 9464]; Brackett 
v. Commissioner, 19 BTA 1154 (1930) [CCH Dec. 
6090]. 
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have made their usual effort to prevent eva- 
sion while allowing tax minimization. The 
tests they have stated have been vague, 
therefore, and the famous Gregory case * as 
well as Higgins v. Smith has been cited fre- 
quently. On this basis, it is difficult to 
believe that any definite criteria could be 
established to judge these cases, much less 
that any actually have been established. 
However, the writer feels that in the past 
the courts actually have applied a very logi- 
cal set of tests to the borderline sale cases. 
As each case has been decided on one or 
another of these points, with resultant loose- 
ness of language concerning the others, no 
court yet has told the whole story at once. 


For a sale to be recognized for tax pur- 
poses over the Commissioner’s objection, 
the following tests, in the writer’s opinion, 
should be met: 


(1) There must be a legal sale, with title 
passing irrevocably. 


(2) There must be either 


(a) An arm’s length transaction, with the 
passing of economic control as well as legal 
title; or 


(b) A transaction not at arm’s length, 
but with a legitimate business purpose, at 
the fair market price of the property being 
transferred. 


Complete Legal Sale 


A complete legal sale is an obvious pre- 
requisite to recognition for tax purposes. 
Before the decision in Higgins v. Smith, this 
seemed to be the only test,” although some 
courts actually applied the economic control 
theory of the Smith case, at least in part, 
without stating so specifically.* 


Of the earlier cases which could accu- 
rately be said to be governed by the lack 
of a complete sale, the most common were 
the “reacquisition” cases, in which a sup- 
posed seller retained such complete control 
during the sale that, upon reacquisition, there 
was no bona fide sale. These are quite dif- 
ferent from cases where there is a sale with- 
out business purpose. In the latter cases 
there is complete passage of legal title which 
would be recognized in any court of law, 
whereas in the reacquisition cases a court 
of law could well hold that title never effec- 
tively passed. A typical case of this nature 





9 2903 U. S. 465 (1935) [35-1 ustc J 9043]. 

10 See Jones v. Helvering, 71 F. (2d) 214 (1934) 
[1934 CCH Dec. 9256]; Commissioner v. Mc- 
Creery, 83 F. (2d) 817 (1935) [36-1 ustc f] 9292]. 

11See S. A. MacQueen Company v. Commis- 
sioner, 67 F. (2d) 857 (1933) [3 ustc J 1198]. 
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is Atkins v. Commissioner,” in which the 
president of a corporation deposited stock 
with a bank; his employee “bought” it with 
checks which he had received .from the presi- 
dent and for which he had given notes. New 
stock was later issued to the employee; the 
notes, which were never paid, were cancelled, 
and the president took over the new stock. 
The court held that there was no bona fide 
sale. 


The same principle seems to have gov- 
erned the Board of Tax Appeals in Pierre 
duPont." DuPont and Raskob sold large 
amounts of stock to each other and repur- 
chased them more than thirty days later. 
The Board denied the deduction. 


It will be noted that these are not like 
the wash sales cases, in which there is un- 
questionably a complete, bona fide sale, with 
the seller taking the risk of having to re- 
purchase the stock at a higher price. In 
the “reacquisition” cases just cited, no risk 
is taken; there is either a legal string, as in 
the Atkins case, or a moral one arising from 
the complete trust of good friends, as in the 
duPont case. The intent to buy or sell is 
absent. 


Borderline Cases 


Some of the reacquisition cases and others 
like them, perhaps the duPont case, might 
be considered to be borderline cases, and 
to meet the test of passage of legal title. 
These, however, immediately run afoul of 
Higgins v. Smith, with its basic idea that 
passage of legal title, no matter how bona 
fide, is not enough to complete a sale for 
tax purposes. In that case the taxpayer, for 
tax purposes, sold stock to a wholly owned 
non-business corporation, and the Supreme 
Court held that the Commissioner did not 
have to recognize the sale, as economic con- 
trol had not changed. This idea to some 
extent had already been made statutory law 
by Section 24 (b) (1). But Higgins v. Smith, 
in certain respects, is broader than the stat- 
ute, and could apply even in a sale to an 
individual or corporation not specifically in- 
cluded in 24 (b) (1), if the court should find 
that economic control did not actually pass. 

Where economic control does pass, the 
sale is recognized even though its only pur- 
pose is to save taxes. This principle is il- 
lustrated by Stanley D. Beard* where the 
taxpayer, holding preferred stock that would 
soon be redeemed, sold it to X at less than 
the redemption price in order to save taxes. 





276 F. (2d) 387 (1935) [35-1 utsce {| 9251]. 
13 Supra, note 3. 
% Supra, note 2. 


The Tax Court overruled the Commissioner’s 
contention that the sale should be disregarded, 
emphasizing that the sale was a real trans- 


action. Title and economic control passed 
bona fide to a third party.” 


Legitimate Business Purpose 


Although Higgins v. Smith involved a sham 
corporation and a transfer devoid of busi- 
ness purpose, the language of the case leaves 
no specific opening for a distinction between 
a sale with business purpose and one with- 
out it. The court says: 


“Transactions which do not vary control 
or change the flow of economic benefits are 
to be dismissed from consideration . . . In- 
deed this domination and control is so obvi 
ous in a wholly owned corporation as to 
require a peremptory instruction that no loss 
in the statutory sense could occur upon a 
sale by a taxpayer to such an entity.” 


Such language implies at least a possibility 
that transactions between wholly owned cor- 
porations and their sole stockholders, and 
perhaps between close relatives and friends, 
are forever doomed to nonrecognition for 
tax purposes, At least one contemporary 
comment takes this view. A note in the 
Yale Law Journal ”™ suggests these tests: 


“First, does there exist by dint of stock 
ownership or other relation, the ability in 
one party to control the other; second, in 
the intermediate transaction, was this con- 
trol element improperly used to vary the 
terms of sale from a competitive norm or to 
retain dominion over the asset.” 


Although this test is a trifle vague, it seems 
to ignore the transaction that has a business 
purpose but does not change control. 


It is submitted that such a view is er- 
roneous and was never intended by the Su- 
preme Cort. If Innisfail ( the wholly-owned 
corporation) had been a business corpora- 
tion, and Mr. Smith had acquired some- 
thing which could properly be used in that 
business, the court would have recognized 
a sale by him to the corporation at fair 
market price. 


Separate Taxable Entity 


The first intimation of this is found in 
Moline Properties, Inc. v. Commisstoner.™ 
Here the Commissioner succeeded in tax- 
ing to the corporation gain on sales it had 





15 See also Clara M, Tully Trust, supra, note 2. 
16 49 Yale Law Journal 75 (1940). 
1 Supra, note 8. 
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made. The Supreme Court probably could 
have rested its decision on the Common- 
wealth Improvement case, as the Commissioner, 
not the taxpayer, was upholding the sepa- 
rate status of the corporation. However, the 
Court placed its decision on broader grounds, 
holding that the corporation existed for a 
business purpose and was, therefore, a sepa- 
rate taxable entity, as distinguished from 
Innisfail, which was merely Smith’s “cor- 
porate self.” 


It will be noted that Moline Properties is 
not a sale case, the question being whether 
income of the corporation should be taxed 
to the stockholder. The fact that the in- 
come arose from sales by the corporation 
was of no importance here, as they were of 
unquestioned validity. In all discussions of 
sales cases, however, it is an important issue, 
as emphasized in National Investors Corpora- 
tion v. Hoey* In that case all three Supreme 
Court cases (Commonwealth Improvement, 
Smith, Moline Properties) were reviewed, and 
Judge Learned Hand, in discussing the last, 
said: 

“The gloss then put upon Higgins v. 
Smith, supra, was deliberate and is author- 
itative: it was that, whatever the purpose 
of organizing the corporation, ‘so long as 
that purpose is the equivalent of business 
activity or is followed by the carrying on of 
business by the corporation, the corporation 
remains a separate taxable entity.’” 


The holding of the case was that the cor- 
poration ceased at a certain point to have 
a business reason; its transactions prior to 
that point would be recognized taxwise, but 
the only one thereafter that would be so 
recognized would be its dissolution. 


This case at least establishes that Higgins 
v. Smith does not apply where there is a 
transaction for a business purpose with a 
business corporation. It is reinforced on 
this point by the language of other cases. 
For example, in Commissioner v. Greenspun,” 
the court, speaking of business purpose, 
quoted the opinion of the Tax Court, which 
clearly put the Higgins v. Smith test in the 
alternative: “Transactions which do not in 
reality vary control, or change the business 
aspects of a situation, are to be dismissed 
from consideration in determining tax in- 
cidents.” * 





18144 F. (2d) 466 (1944) [44-2 ustc ] 9407]. 

19156 F. (2d) 917 (1946) [46-2 ustc J 9329]. 

2 Other cases adopting this interpretation of 
the Smith case are Crown Cork International 
Corporation, 4 TC 19 (1944) [CCH Dec. 14,128], 
and Commissioner v. Laughton, 113 F. (2) 103 
(1940) [40-2 ustc {| 9561]. 


When Is a Sale Not a Sale? 


In cases not involving loss, the courts 
leave little question but that shift of economic 
control is not necessary to the tax validity 
of a sale where business purpose is present. 
In P. O’B. Montgomery,” the taxpayer en- 
tered into a construction contract and then 
formed a corporation, most of the stock of 
which was held by his children as a gift 
from him and his wife. He assigned the 
contract to the corporation, which assumed 
all liabilities arising under it. Obviously, 
his procedure served to minimize both his 
income and gift taxes. The Commissioner 
attempted to tax the income to the taxpayer 
and his wife, but the Tax Court held that 
the corporation was real and carried on a 
business.” As to the method of making the 
gifts, the court fell back upon the rule that 
where there are two ways of accomplishing 
a valid objective, the taxpayer may choose 
the one that will result in the smaller tax.” 


Gain-Realization Cases 


In John Sherwin the Board of Tax Ap- 
peals was even more liberal in determining 
what constituted business purpose. A wholly 
-owned corporation wished to balance a large 
loss it had sustained in the taxable year. 
It owned, at a considerable paper profit, 
large blocks of stock in two companies. The 
market for these securities was so narrow 
that a normal sale would have resulted in 
an unnecessary sacrifice. The company, 
therefore, sold the stock to its stockholders, 
who paid interest and principal in install- 
ments. The Board in recognizing the sale 
over the Commissioner’s objection, was un- 
questionably heavily influenced by the fact 
that a gain rather than a loss was being 
established. In fact, it said: 


“The facts are that the company saw an 
opportunity to realize large profits upon the 





71 Supra, note 5. See also 7. W. Rosborough, 
8 TC —, No. 15 (1947) [CCH Dec. 15,562]. In 
that case the taxpayer sold stock in a company 
to eight individuals (his wife, four sisters and 
three business associates) at a gain. He made 
the sale because he was in financial difficulties 
and also because he wished to save taxes. The 
Commissioner attempted to disregard the sale, 
but was overruled by the Tax Court, which held 
that the transaction was bona fide. The court 
relied upon the fact that both the seller and the 
purchasers had business reasons as wel] as tax 
reasons for the sale. 

22 Cf. Commissioner v. Laughton, supra, note 
20, and Commissioner v. Smith, 136 F. (2d) 556 
(1943) [43-1 ustc | 9477]. In the latter case the 
unfortunate Mr. Smith was required to pay the 
tax on dividends received by Innisfail. 


23 This principle was also relied upon in Stan- 
ley D. Beard, supra, note 2. 


4 Supra, note 4. 
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sales of a portion of its holdings in Richman 
Bros. Co. stock and Valley Mould and Iron 
Corp. stock without having to pay an in- 
come tax upon such profits. In our opinion 
this was a legitimate business purpose.” 


While there was no question but that the 
sale had been made for tax purposes, the 
transaction to which the Commissioner ob- 
jected—sale without shift of economic con- 
trol—was made for a valid business reason. 
If the decision would have been the same 
without this factor, then it can be said that 
Higgins v. Smith does not apply to gains. 
It is more logical to conclude that the courts 
will lean to the taxpayer’s side in finding a 
business purpose in a gain realization case, 
but will not abolish the requirement alto- 
gether. 


Business Purpose of Transaction 


We have discussed the possibility that 
Higgins v. Smith rests entirely on the economic 
control test and invalidates all transactions 
in which this control does not shift. This 
view could be said to be the “government” 
extreme of the case. Another possibility 
represents the “taxpayer” extreme. It will 
be remembered that the corporation in the 
case was a “sham” and possessed no busi- 
ness purpose. Just as some fastened on the 
economic control test as the basis of the 
case, others concluded that the court ob- 
jected primarily to the sham corporation. 
Thus, according to a note in the Michigan 
Law Review, the answer to the question 
“depends on whether for the purposes of 
the taxing statute the corporation should be 
considered as a separate and distinct entity 
from its sole stockholder who is also the 
taxpayer, or whether the corporation and 
the stockholder should be considered as one 
identity.” As a business corporation and 
its sole stockholder are distinct entities, this 
statement might be interpreted to mean that 
any transaction with a business corporation 
would be recognized unless a statute (such 
as 24 (b) (1)) specifically provides to the 
contrary; in other words, that the true test 
is whether the corporation has a business 
purpose, not whether the transaction has 
one.* Indeed, there is some support for 
this view in the language of the Moline Prop- 
erties, National Investors and Montgomery 
cases, but the holdings do not support the 
theory. 


The issue as to whether the transaction, 
as distinguished from the corporation, had 





25 38 Michigan Law Review 1354 (1940). 

26 See Commissioner v. Eldridge, 79 F. (2d) 629 
(1935) [35-2 ustc { 9612], which was decided, 
however, before Higgins v. Smith. 


a business purpose, was not itivolved in the 
Moline case, and was not clear cut in the 
other two. In at least two cases it has been 
clear cut, and in both the decisions favored 


the Commissioner. In Aptos Land and 
Water Company,” the transfer was by a busi- 
ness corporation to its stockholders; in 
Crown Cork International Corporation,” it was 
by a business corporation to its operating 
subsidiary. Neither transaction had a busi- 
ness purpose; neither deduction was allowed. 


Again it can be argued that these cases 
would have resulted differently had the 
transaction ended in a profit, or even in 
neither profit nor loss. The Sherwin and 
Montgomery cases could be cited. While 
the argument has some merit, the question 
is probably one of degree rather than of 
specific distinction. 


Fair Market Value Requirement 


There is no direct authority, for the neces- 
sity of making such a sale at fair market 
value, but the relationship of the parties 
would seem to require it. This would not 
be true in an arm’s length transaction—the 
Beard case is sufficient authority for that. 
But transfers with controlled corporations 
or members of the family are always very 
carefully scrutinized, and placing a fictitious 
value on the property should be enough to 
make the entire transaction highly suspect.” 
The cases have given some intimation of 
this,” and analogies are found in other fields 
of tax law.” 


Applicability of 24(b)(1) 


One type of case is in possible conflict 
with the analysis made in this article. This 
type is best exemplified by three recent 
Circuit Court decisions with conflicting hold- 
ings—Commissioner v. Ickelheimer® Com- 
missioner v. Kohn and Commissioner v. 
McWilliams.“ In each of the three, the tax- 
payer sold securities on the open market, 
and his or her spouse made roughly similar 
purchases at about the same time. The same 





7 46 BTA 1232 (1942) [CCH Dec. 12,531]. 

23 Supra, note 20. 

2 The only case found whose facts might 
throw doubt on this, is Montgomery, supra, 
note 5, and the question is not discussed in that 
case. 

3% See Jones v. Helvering, supra, note 10; 
Moses W. Faitoute, 38 BTA 32 (1943) [CCH 
Dec. 10,079]. 

31 See Palmer v. Commissioner, 302 U. S. 63 
(1937) [37-2 ustc {| 9532]. 

32 132 F. (2d) 660 (1943) [43-1 ustc J 9231]. 

33 CCA-4, November 13, 1946 [46-2 ustc J 9393]. 

34 CCA-6, December 2, 1946 [46-2 ustc {| 9404]; 
cert, granted March 3, 1947. 
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situation would be presented if the tax- 
payer’s controlled corporation had made the 
purchases.” 


When these cases were decided, 24 (b) (1) 
had already been passed, and all three 
majority opinions seemed to turn on whether 
or not it was applicable. In the Ickelheimer 
case, the Second Circuit pointed out that 
the sale itself was at arm’s length, being 
made on a public exchange to an unknown 
person, and that the normal market risk was 
taken. Obviously, if in such a case the 
market price should shoot upward, the re- 
purchase would involve a substantial loss. 


These are strong arguments against the 
application of 24 (b) (1), as the section 
appears to apply only to cases where prop- 
erty is not sold at afm’s length. In the 
Kohn case, the Fourth Circuit attempted to 
answer them by asserting that the husband- 
wife “economic unit” had sold nothing and 
had. suffered no economic loss—that, in 
other words, this was the same thing as a 
sale from husband to wife, which, under 
24 (b) (1), would not lead to a deductible 
loss. If this reasoning be accepted, then 
we must broaden the “economic control” 
rule of Higgins v. Smith to include other 
like securities, and it is hard to see where 
the stopping point would be unless reference 
were made to the wash sales section. 


Wash Sales 


This seems to the writer to reach the real 
issue of the cases, which was approached by 
Judge Learned Hand in his dissent to the 
Ickelheimer decision: 


“The ‘wash sales’ section . . . shows that 
Congress did not regard the chance taken 
by an investor who sold and rebought with- 
in thirty days, as enough of a break in his 
ownership to ‘realize’ a loss; the situation 
here is somewhat like that.” 


It is submitted that the situation in these 
cases is very much like that; more like that, 
in fact, than it is like 24 (b) (1), on which 
the Fourth and Sixth Circuits placed their 
reliance. If we are to regard the husband 





% Moses W. Faitoute, supra, note 30; Shoen- 
berg v. Commissioner, 77 F. (2d) 446 (1935) [35-1 
ustc § 9333]. 


When Is a Sale Not a Sale? 
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and wife, or stockholder and controlled cor- 
poration, as economic units, then the eco- 
nomic unit has made a sale and repurchase 
within thirty days which comes within the 
wash sales section. The real issue in these 
cases, then, is whether the economic unit 
theory should apply to the wash sales sec- 
tion; and on this issue, the Kohn and Mc- 
Williams cases are much easier to support. 


A single case will illustrate that this is 
not merely jockeying with words and ideas. 
The husband sells one hundred shares of 
X Corporation on the market at a loss; 
thirty-one days later his wife buys one hun- 
dred shares of X Corporation on the market. 
If the Kohn case is governed by the wash 
sales section, the husband’s loss would be 
deductible; but if the Kohn case reasoning 
were followed, 24 (b) (1) would apply as the 
sale would be indirect. This would lead to 
the anomalous situation of a man’s being 
able to buy back stock without disturbing 
his tax loss while his wife could not. This 
would be true unless the court determined that 
there was no indirect sale if the repurchase 
had not occurred within thirty days. And 
how could a court hit on the magic thirty- 
day figure without reference to the wash 
sales section? The wash sales section, there- 
fore, is essential to the Commissioner in 
cases like Kohn, Ickelheimer and McWilliams ; 
24 (b) (1), while a helpful analogy on the 
economic unit question, is not vital. These 
are not cases of “‘no sale’; they are cases of 
wash sales. There is an important distinc- 
tion between the two. 


If, however, the Supreme Court should 
affirm the Kohn and McWilliams cases on 
the basis of 24 (b) (1), the ideas advanced 
in this article would have to be revised 
somewhat. It would then be said that a 
sale at arm’s length, without business pur- 
pose, would not be recognized for tax pur- 
poses if the economic unit, within some not 
too remote period of time (to be determined 
by later cases), acquired securities substan- 
tially similar (also to be determined by later 
cases). Without the wash sales provision 
and with our conception of realization, such 
an ¢xtension would be unsound; with the 
wash sales provision, it is unnecessary and 
perhaps positively harmful. [The End} 



































































































Are Your Dividends Tax Free? 


By E. EDWARD STEPHENS 
Attorney of Washington, D. C. 


6¢ JE, NTER here the total amount of your 

4.4 dividends.” Most taxpayers read this 
on the income tax form and jump to the 
conclusion that all dividends are taxable. 
But they aren’t, and you can save money 
if you know which ones are exempt or par- 
tially tax free. 


A “dividend” paid by a mutual insurance 
company to its policyholders is ordinarily 
nontaxable. A distribution of this nature is 
not a real dividend, but a return of capital 
—merely a reduction of the premiums which 
have been paid, a “kick-back.” The “divi- 
dend” is exempt whether you draw it or 
not; but if you don’t, any interest the com- 
pany may allow on it is taxable. 


Suppose you own a life insurance policy 
in a mutual company, and you receive a 
“dividend.” You will not be taxed unless 
you have recovered the total amount paid 
for the policy. This is true whether or not 
the policy has matured. When the company 
has paid you enough to reimburse the total 
amount of the premiums which you have 
paid to the company, all subsequent divi- 
dends received by you are fully taxable. 


Dividends paid by national farm loan 
associations, federal land banks and federal 
reserve banks, are exempt from taxation 
provided the obligations were issued prior 
to March 28, 1942. Otherwise they are 
wholly taxable. 


Do you own shares in a federal savings 
and loan association? If so, the date of 
purchase is important. If you paid for them 
(deposited your money) prior to March 28, 
1942, your dividends are exempt from the 
normal tax although subject to the surtax. 
Otherwise they are fully taxable. 


A resident of China who receives divi- 
dends from China Trade Act Corporations 
pays no tax. The Internal Revenue Code 
sets forth two requirements for exemption: 
(1) the recipient must be a resident of 
China at the time of the distribution, and 
(2) the equitable right to the income of 
the stock must be vested in him in good 
faith. 


Return of Capital 


Now let’s look. at dividends on stock of 
ordinary private corporation—an automobile 
manufacturing company, or a steel corpo- 
ration, for instance. Is a dividend on such 
stock always taxable? Not by any means. 


When you receive a dividend on corpo- 
rate stock, you are confronted with a $64 
question: What does the distribution repre- 
sent? If it is a distribution of earnings or 
profits, then it is taxable. But if there are 
no earnings or profits, it is merely a return 
of capital to the stockholders, and is there- 
fore nontaxable. 


Suppose, for example, you own corpora- 
tion stock which you purchased for $15,000. 
One day you find in your mail box an 
envelope containing a dividend check for 
$500. You learn that the corporation has 
no available earnings or profits. The distri- 
bution is, therefore, a return of capital— 
nontaxable. It merely reduces the basis of 
your stock to $14,500. 


But how do you learn that this is a 
capital distribution and not a taxable divi- 
dend? The problem is not as difficult as it 
might seem. Usually the stockholder finds 
inclosed with his dividend check a letter or 
advice from the corporation describing the 
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exact nature of the payment and sugygest- 
ing the most advantageous method of treat- 
ment for income tax purposes. So read the 
inclosures carefully, and keep them. You will 
ueed them later when you prepare your 
income tax return, and they may come in 
handy still later if an internal revenue agent 
examines your records, or if further infor- 
mation regarding the dividend receipt is 
requested by the Bureau of Internal Revenue. 


If the envelope contains nothing but the 
dividend check, it is most likely a taxable 
dividend. If you are unable to determine 
this from an examination of the corpo- 
ration’s financial statements, or by other 
means, you may write to the secretary of 
the company. He will tell you whether the 
dividend, or any part of it, is nontaxable. 


Information regarding the taxability of 
corporation dividends may be obtained 
sometimes at your bank. Some banks have 
on file lists of securities, the dividends of 
which have been determined by the Treas- 
ury Department to represent not earnings 
or profits, but returns of capital, and which 
are, therefore, tax free. 


Property Dividends 


If a corporation is short of ready cash, 
it may pay a dividend by distributing assets 
owned by the company. Securities (stocks 
and bonds) of other corporations are the 
most common medium used for the pay- 
ment of property dividends. Occasionally 
a dividend is paid in products of the dis- 
tributing company. In very rare cases a 
corporation may even assign its accounts 
receivable to the stockholders as a dividend. 


Whatever its form may be, a property 
dividend, like a dividend payable in money, 
is nontaxable to the extent that it is paid 
out of capital. Any portion which is paid 
out of corporate earnings or profits is tax- 
able to the stockholders at its fair market 
value. 


Dividends from Earnings and Profits 


Suppose you are a stockholder of the 
ABC Corporation, which owns some com- 
mon stock of the XYZ Company. The ABC 
Corporation distributes as a property divi- 
dend 200 shares of XYZ stock, quoted on the 
New York Stock Exchange at $88. The 
ABC Corporation has available earnings or 
profits of only $8,800—sufficient to cover 
but half of the total dividend payment 
valued at $17,600 (200 x $88). As a stock- 
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holder you receive two shares of XYZ, the 
fair market value of which is $176 (2 x $88). 
Half of this, or $88, is nontaxable because 
it represents a return of capital. So you 
report only $88 as taxable income, and re- 
duce the basis of your ABC stock by $88. 


A dividend may be payable out of earn- 
ings or profits and still be tax free. This is 
possible because the revenue acts tax only 
income beginning March 1, 1913, the date 
the Revenue Act of 1913 became effective. 


To illustrate, suppose you receive a divi- 
dend of $600 on your preferred stock of 
the ABC Corporation. ABC has no earn- 
ings or profits of the current taxable 
year, and no earnings or profits have been 
accumulated since February 28, 1913. Earn- 
ings or profits accumulated by the corpo- 
ration prior to March 1, 1913, but never 
distributed, are, however, more than suf- 
ficient to cover the dividend. The dividend, 
therefore, is paid entirely out of earnings 
or profits, but is nevertheless tax free. 


Under the provisions of the Internal 
Revenue Code every corporate distribution 
is deemed to be made out of earnings or 
-_profits to the extent that earnings or profits 
exist. The Code provides also that every 
distribution is considered as made from the 
most recent earnings or profits. 


In the example above, if ABC’s earnings or 
profits of the current taxable year are suffi- 
cient to cover a third of the total dividend pay- 
ment, a third of the dividend is deemed 
to be paid out of earnings or profits of the 
current year. If earnings or profits accumu- 
lated by the corporation after February 28, 
1913, are enough to cover another third, 
the second third of the dividend is con- 
sidered as paid out of such accumulated 
earnings or profits. If earnings or profits 
accumulated prior to March 1, 1913, will 
cover the remaining third, that portion 
of the dividend is paid out of such earn- 
ings or profits, and is, therefore, tax free. 
Assuming these facts, one third ($200) of 
your $600 dividend is nontaxable. The 
other $400 is fully taxable. 


These provisions prevent a corporation 
from paying a nontaxable dividend when it 
has earnings or profits out of which it can 
pay a taxable dividend. It cannot make a 
dividend tax free merely by declaring that it 
is paid out of earnings or profits accumu- 
lated prior to March 1, 1913, if, in fact, other 
earnings or profits are available. 


When preparing your income tax return, 
attach a schedule listing all dividends re- 
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ceived during the taxable year. Identify 
them by showing the names of the paying 
corporations. A suitable explanation should 
be made of all dividends which you deter- 
mine to be nontaxable. 


Stock Dividends 


A corporation may decide to pay a stock 
dividend: that is, instead of distributing 
money or property it issues to the stock- 
holders additional shares of its own stock. 
(If the company distributes stock of an- 
other corporation, it is paying a property 
dividend.) 


Prior to 1936, all stock dividends were 
exempt from taxation by statute. In that 
year, however, the law was modified to 
permit the taxation of a stock dividend to 
the extent that it constitutes income within 
the meaning of the Sixteenth Amendment. 
The difficult problem is to determine the 
extent to which a stock dividend constitutes 
income within the meaning of the Sixteenth 
Amendment. 


In 1943, the Supreme Court rendered three 
important decisions evolving the principle that 
a stock dividend is nontaxable if, after the 
dividend is paid, the proportionate interest 
of the stockholders is not essentially differ- 
ent from their former interest. Here are 
some of the stock dividends that have been 
held nontaxable: 


(1) A dividend paid in common stock, 
identical with the stock on which it was de- 
clared, which was the only stock outstanding 
at the time of the declaration. Helvering v. 
Griffiths, 318 U. S. 371 [43-1 ustc $9319]. 


(2) A dividend in non-voting common 
stock paid to holders of both voting and non- 
voting common. These were the only two 
classes of stock outstanding. Helvering v. 
Sprouse, 318 U. S. 604 [43-1 uste 9363]. 


(3) A dividend payable in a newly created 
class of non-voting preferred stock. Before 


Eugene D. Millikin, of Colorado, Senator. 
Robert A. Taft, of Ohio, Senator. 

Hugh Butler, of Nebraska, Senator. 
Walter F. George, of Georgia, Senator. 
Alben W. Barkley, of Kentucky, Senator. 
Harold Knutson, of Minnesota, Represent- 
ative. 
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the declaration there was only one class of 
stock outstanding (common), and all of it 
was held by one stockholder. Strassburger 
v. Commissioner, 318 U. S. 604 [43-1 ustc 
{ 9363]. 


Caution: If you receive a stock dividend 
which you determine to be nontaxable, cal- 
culate the basis of both the old and the new 
stock. (See the Income Tax Regulations.) 
Record all the facts. Allocate each new 
certificate to an old one. This will establish 
both the cost and the date basis of the new 
shares. Then if you sell them later, there 
will be no controversy regarding the amount 
of your gain or loss. 


Stock Rights 


You may receive stock rights as a divi- 
dend from the corporation in which you 
are a stockholder. These give you the right 
to subscribe to a new issue of the corpora- 
tion’s own stock, usually at less than the 
quoted price. For this reason they have 
a market value, upon which you are taxed 
unless the dividend is nontaxable. 


In deciding whether your rights are non- 
taxable, apply the same test as used for a 
stock dividend. That is, if the exercise of 
the rights would not give you an interest 
essentially different from that which your 
former stockholdings represented, the rights 
are tax free. 


There are many nontaxable dividends. 
Are yours tax free? Read carefully the 
letters and literature the corporation sends 
with your dividend checks. Keep them on 
file. If you find it necessary to correspond 
with the corporation officials, do so im- 
mediately. 


Perhaps you have been paying taxes that 
you did not have to pay. Maybe you can 
save money on your next income tax return. 


[The End] 






Daniel A. Reed, of New York, Representative. 

Roy O. Woodruff, of Michigan, Repre- 
sentative. 

Robert L. Doughton, of North Carolina, 

Representative. 
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You Gotta Stay Out All Wight 


By JOHN K. HULSE 


Certified Public Accountant, Philadelphia 


NE likes to believe that he is engaged 

in a sensible, logical, rational occupa- 
tion—especially after a quarter of a century. 
He takes a sort of pride in the thought that 
he is a member of a cult, or guild, or trade, 
or what have you, in which reason rules his 
conduct, and the cold clear light of logic 
keeps his feet on the tortuous path between 
the dangerous abyss of ignorance and the 
treacherous precipice of indecision. 


And then, just as he is reaching the point 
where he has had time to forget such things 
as the graduated tax on undistributed profits, 
the Victory tax and other sundry results of 
undue zeal and. complexity complexes in 
you know where, and walks forth with his 
head up and a spring in his step, what hap- 
pens? A ruling is promulgated. 


Many rulings are issued. Nobody can 
take exception to those that are issued. 
They usually make sense. You can tell a 
taxpayer about them and he will believe 
you. Very often he understands them him- 
self. ’ 


But very few rulings are promulgated. 
To be promulgated, a ruling has to be some- 
thing extra special—sqmething the taxpayer 
will not believe. When you tell him about 
it, he examines you very closely, asks how 
you are feeling—tests your memory in a 
sly way. When finally convinced that you 
are well, reasonably sane, and very serious, 
he wants to have it shown to him in writing. 
If you get that far with him, Lady Luck is 
your friend. 


Thereafter, and because of such ruling, 
you are right back where you started. Your 
shoulders sag, your step falters, you feel 
yourself suspect by persons leading a nor- 
mal life, such as bus drivers, engineers, 
chiropractors and college professors. You 
ponder covetously the various occupations 


You Gotta Stay Out All Night 


whose members seem to be perfectly nor- 
mal and are so regarded generally. You 
ruefully contemplate a misspent youth which 
has completely unfitted you for the normal 
life the layman can understand and not view 
with suspicion. 


If you have come this far with us, you will 
suspect that another ruling has been pro- 
mulgated. And you will be right. It has. 
And guess what! It says, in effect, that if 
you have traveling expenses and do not get 
home that night, you can deduct them in 
computing your adjusted gross income, but 
that if you do get home, you cannot. In 
the latter event they are deductible only 
from adjusted gross income. Of course, if 
they do not bring your total deductions 
above the amount of the optional standard 
deduction, you do not benefit at all. In 
short, to insure their deduction, you gotta 
stay out all night. 


Of course, as a veteran contributor (twenty 
years this past January) to the pages of this 
magazine, the writer understands that he is 
expected to do the research necessary to 
make his effort appear profound as all get 
out, with citations and everything. He is 
also expected to know that a ruling derives 
from the law as it is written, or is the re- 
sult of a court decision. And he is expected 
to take a look at the law and examine the 
decisions. 


But suppose he started looking and found 
that the learned judges of a Circuit Court 
of Appeals were responsible for the pro- 
mulgation of such a ruling. Any comment 
from the heart would take on an appearance 
of disrespect. Suppose he should follow 
through and find that the even more learned 
justices of the Supreme Court had supplied 
the background for the ruling. Horrors! 
He is not having any. You look it up. 
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Research has been confined to page 45 
of the Bureau’s bulletin, Your Federal In- 
come Tax (1946 Edition), as reproduced at 
474 CCH {8740B (Standard Federal Tax 
Reporter).: If ye editor will not accept this 
“plug” for CCH in fair exchange for some- 
thing sufficiently learned to rate inclusion in 
these pages, then you will have been re- 
lieved of the annoyance which you would 
have suffered in your efforts to find some- 
thing enlightening in these remarks. 


Such very limited research has its ad- 
vantages. For instance, one may speculate 
as to what was on the minds of the pro- 
mulgators when they promulgated. Were 
they attempting to establish some principle 
of social policy which would give an income 
tax reward to the poor devil who got stuck 
away from home and had to spend the night 
in a hotel room—or what was left of the 
night after a show or a poker game, or some 
other form of itinerant entertainment? One 
may even wonder if the promulgators gave 
due thought to the possibility of a miscar- 
riage of their intentions to reward the poor 
guy if, for instance, he should get himself 
exposed to one of those fabled situations 
which have given rise to the many stories 
about the traveling farmer and the sales- 
man’s daughter. 
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Federal Tax Forum April Meeting 


Without adequate research, one may 
really speculate in a big way as to the 
mental processes of the promulgators. 


Do we have a “beef”? We do. We have 
a friend and neighbor who digs out before 
daylight about five days each week to drive 
ten miles and take a train for another hun- 
dred, in order to do some selling in a big 
city. When he does get home for dinner, 
it is a late one. His railroad fare is reim- 
bursed, but nothing else. He buys meals 
away from home, pays taxi fare to call on 
customers, entertains customers and pros- 
pects in a small way. It all adds up. 


Now this friend, good old George, wants 
to deduct these selling expenses from his 
commissions so as to reduce his adjusted 
gross income. We tell George about the 
ruling that has been promulgated. Being 
an old friend, he believes us—after a half 
hour or so of assurances that we are on his 
side. Then George comes up with an idea. 
After making some rough estimates, says 
George: “That is a real live town, you 
know. I could stay over night there during 
the week without suffering any real hard- 
ship, and it would cost practically nothing, 
considering the difference in my tax. You 
tell the little woman about that ruling, will 
you, to kind of furnish a background for 
my story when I spring it?” {The End.} 


The Hon. Alger B. Chapman, President of the New York State Tax 
Commission, will be the guest speaker at a dinner meeting of the Federal 
Tax Forum of New York City on April 10, 1947, at the Hotel Sheraton, 
the meeting to be devoted to a discussion of State Franchise Taxes. 


Other prominent officials who will be present include Spencer Bates, 
Tax Commissioner, and Emory W. Burton, Director of the Corporation 
Bureau of New York State; Frank E. Walsh, Deputy Commissioner, 
Department of Taxation and Finance, and William Kingsley, Director 
of the Corporation Division of New Jersey; Walter W. Walsh, Commis- 
sioner, and Otto P. Steege, Deputy Tax Commissioner, of Connecticut; 
John Costello, former Director of the Corporation Division, Department 


of Revenue, Harrisburg, Pennsylvania. 
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Procedure and Trial 
Before the Tax Court 


By FRANK J. ALBUS 


‘TM HE TRIAL of a case before the Tax 

Court of the United States has always 
been an important procedure. It is now of 
much greater importance because of the de- 
cision of the Supreme Court of the United 
States in the case of Dobson et al. v. Com- 
missioner, 64 S. Ct. 239 [44-1 ustrc f 9108], 
decided under date of December 20, 1943. 
In the Dobson case the Supreme Court 
greatly curtailed the right of the Circuit 
Courts of Appeals to reverse the decisions 
of the Tax Court. 


Prior to the Dobson decision, the Circuit 
Courts of Appeals in cases coming up from 
the Tax Court took jurisdiction over all 
questions of law and all questions of mixed 
law and fact; in some cases the Circuit 
Courts of Appeals took it upon themselves 
to decide the facts where the court felt that 
the great preponderance of the evidence was 
actually in favor of the losing party before 
the Tax Court. It has long been a principle 
of appellate jurisprudence that the appellate 
court is not to disturb the findings of fact 
made by the trial court, but the Circuit 
Courts very often circumvented this prin- 
ciple by holding that the factual conclusion 
of the Tax Court was not supported by 
substantial evidence. The Dobson case and 
other cases subsequently decided by the 
Supreme Court not only prevent the Circuit 
Courts of Appeals from reversing Tax Court 


decisions on the grounds that no substantial 
evidence supported the findings, but they 
have caused the Circuit Courts of Appeals 
to refrain from reversing the Tax Court in 


- those cases where there is a mixed question 


of law and fact and even in some cases 
where the question involved might be classi- 
fied as a pure question of law. As a matter 
of fact, it would seem that the Dobson case 
itself raised a question of law and not a 
question of fact. 


Dobson Decision 


In view of the importance of the Dobson 
decision, it might be well to review the 
Outstanding facts. The Dobson case had 
been consolidated before the Supreme Court 
with two other cases involving the same 
point. One of the other cases was that of 
Estate of James N. Collins, and the Supreme 
Court in its opinion related the facts in the 
Collins case, originally reported in 46 BTA 
765 [CCH Dec. 12,473]. In the Collins case 
the facts show that in 1929 James N. Collins 
purchased 300 shares of stock in a corpora- 
tion. In 1930 he sold 100 shares of this 
stock at a loss of $41,600.80, and in 1931 he 
sold another 100 shares at a loss of 
$28,163.78. He retained the remaining 100 
shares. On his income tax returns for 1930 
and 1931 Collins deducted the aforesaid 


The author is an attorney associated with the 
firm of Albus and Greaney, Washington, D. C. 
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losses. However, his returns for these years 
would have shown no income even though 
he had not deducted the losses, with the 
result that the losses did not give him any 
tax benefit. In 1936 Collins learned that he 
had been induced to purchase the stock by 
fraudulent representations, and he thereupon 
entered suit to rescind the contract and to 
recover the purchase price. In 1939 the suit 
was settled on a basis which gave Collins a 
net recovery of $45,150.63, which amount 
was not sufficient to make good his original 
investment in the shares which he had pur- 
chased. The Commissioner of Internal Rev- 
enue determined that when Collins deducted 
the losses on his returns for 1930 and 1931, 
he thereby lost his basis for this stock, and 
that when he recovered the compromised 
amount in 1939, he thereby received taxable 
income in that year. Collins contended that 
he had no taxable income in 1939 for the 
reason that the amount which he paid for 
the stock exceeded the proceeds of the 1930 
and 1931 sales plus the amount recovered 
in 1939. The Tax Court sustained the posi- 
tion of the taxpayer and held that the amount 
received in 1939 was a return of capital and 
not taxable income. The holding of the Tax 
Court was based upon the fact that the 
losses deducted on the returns for 1930 and 
1931 did not give the taxpayer a tax benefit 
since his returns for those years would have 
shown no net income without the stock 
losses. The Commissioner of Internal Rev- 
enue appealed the decision of the Tax Court 
to the Circuit Court of Appeals for the 
Eighth Circuit, and that court reversed the 
decision of the Tax Court. The Circuit 
Court of Appeals held that there was no ba- 
sis in law for the application of the “tgx 
benefit theory,” and that the recovery in 
1939 represented ordinary income in the 
year of receipt. The Supreme Court re- 
versed the Circuit Court of Appeals, and 
stated that where the appellate court “can- 
not separate the elements of a decision so as 
to identify a clear-cut mistake of law, the 
decision of the Tax Court must stand.” 


It is interesting to note that in the opinion 
of the Tax Court in the Collins case the Tax 
Court said: “The parties have filed a writ- 
ten stipulation of facts, with certain exhibits 
attached thereto, and the Board adopts such 
stipulation as its findings of fact.” In other 
words, the parties were in complete agree- 
ment with respect to the facts; yet the 
Supreme Court held that the decision of the 
Tax Court, based on the admitted facts, 
did not present a question that was review- 
able by a Circuit Court of Appeals. 
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The Dobson decision has created consid- 
erable confusion in the minds of tax practi- 
tioners in the light of subsequent decisions 
by the Supreme Court and the various in- 
terpretations which the different Circuit 
Courts of Appeals have placed upon the 
language used by the Supreme Court. How- 
ever, one thing is certain: ever since the 
decision in the Dobson case the appellate 
jurisdiction of the Circuit Courts of Appeals 
in tax cases coming up from the Tax Court 
has been substantially curtailed, with the 
result that it is now more important than 
ever that the taxpayer present his case to 
the Tax Court with the greatest possible 
diligence and effort. 


We shall give consideration first to the 
procedure in the handling of a case before 
the Tax Court of the United States and 
then to the actual preparation of a case for 
trial. 


Jurisdiction of Tax Court 


The Tax Court has jurisdiction over in- 
come, excess profits, estate and gift taxes. 
It has no jurisdiction over excise taxes. 
As of the close of business on December 31, 
1942, the jurisdiction which prior to that 
time was in the Processing Tax Board of 
Review was transferred to the Tax Court. 
By the Revenue Act of 1943 the Tax Court 
was given jurisdiction over renegotiation 
of war contracts. 


While the Tax Court has jurisdiction over 
cases arising under the relief provisions of 
Section 722 of the Code, it does not have 
jurisdiction over refund claims generally. 
It can determine an overpayment of tax 
which will be refunded to the taxpayer if 
all of the statutory requirements have been 
complied with, but in the first instance the 
taxpayer must come before the Tax Court 
on the basis of a proposed deficiency in tax. 


The Tax Court was created in 1924, under 
the name of the Board of Tax Appeals, 
in order to establish an independent tri- 
bunal that could decide tax controversies 
before the taxpayer was called upon to 
make payment. The name of the court was 
changed to the “Tax Court of the United 
States” by Section 504 of the Revenue Act 
of 1942. Prior to 1924, when the Commis- 
sioner of Internal Revenue determined that 
a taxpayer owed additional taxes, the Com- 
missioner merely made an assessment of the 
additional tax claimed to be due and the 
taxpayer had no recourse other than to pay 
the tax, file a claim for refund, and sue to 
recover, either in a District Court or the 
Court of Claims. In many cases this worked 
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a great hardship upon the taxpayers and 
compelled them to pay the additional amount 
prior to a final determination of liability. 
3ecause of this situation, the Tax Court 
was created; and taxpayers can now have 
their income, estate, and gift tax controver- 
sies decided by an independent tribunal be- 
fore they are called upon to make payment. 


Importance of Statutory Notice 
of Deficiency 


In view of the fact that the jurisdiction 
of the Tax Court is based upon a proposed 
deficiency, a taxpayer who wishes to appeal 
to the Tax Court should be careful not to 
pay the tax prior to the release of the statu- 
tory notice of deficiency by the Commis- 
sioner of Internal Revenue. After a peti- 
tion has been filed with the Tax Court, the 
taxpayer may pay the amount of the pro- 
posed deficiency without destroying the 
jurisdiction of the Tax Court to hear the 
case. Many taxpayers will pay the defi- 
ciency as soon as the Tax Court acquires 
jurisdiction over the case; as a matter of 
fact, if any portion of the deficiency is ad- 
mitted by the taxpayer to be due and pay- 
able it is advisable to pay that part of the 
deficiency. This action on the part of the 
taxpayer will save the six per cent interest 
which is running against the deficiency and 
which will be due and payable if the tax- 
payer ultimatety loses his case and payment 
is not made until after the Tax Court renders 
its decision. Should the taxpayer ultimately 
win his case after having paid that part of 
the deficiency which is based upon the ques- 
tions in controversy before the Tax Court, 
he would receive a refund of the amount 
overpaid together with interest thereon at 
the rate of six per cent from the date of the 
over payment to the date of the refund. 


Ninety-Day Period 


The starting point leading to the filing 
of a tax case in the Tax Court is the issu- 
ance of a statutory notice of deficiency by 
the Commissioner of Internal Revenue, 
usually referred to as a “ninety-day letter.” 
In this letter the Commissioner advises the 
taxpayer that he owes additional taxes and 
sets forth the adjustments made by the 
Commissioner upon which the deficiency is 
based. The letter is identified as the statu- 
tory notice of deficiency through a state- 
ment contained therein advising the tax- 
payer of his right to appeal the determina- 
tion to the Tax Court within a period of 
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ninety days. The ninety-day period is statu- 
tory; and if the taxpayer fails to file his 
petition with the Tax Court within that 
period, he loses his right to have his case 
considered by the Tax Court. In such a 
situation the taxpayer must pay the defi- 
ciency, file a claim for refund, and, if the 
the claim for refund is rejected, file suit 
either in a United States District Court 
or the Court of Claims of the United States 
not sooner than six months after the date 
of the filing of the claim nor more than 
two years from the date of the rejection 
of the claim by the Commissioner. Because 
of the statutory nature of the ninety-day 
period, it is advisable to file the appeal 
well before the end of the ninety-day period 
to be sure that the petition will be received 
in the Washington office of the Tax Court 
long before the expiration date. Rule 7 of 
the Tax Court provides that “no telegram, 
cable, radio or similar message will be recog- 
nized as a petition.” An original and four 
copies of the petition must be filed with the 
Tax Court. 


_ Content of Petition 


Rule 6 of the Tax Court sets forth the 
matters to be included in the petition. This 
rule provides that the petition shall contain 
proper allegations to show the jurisdiction 
of the Tax Court. It must contain a state- 
ment showing the amount and the nature 
of the tax involved, the period for which 
determined, and the collection district in 
which the return of the petitioner was filed. 
The petition must contain a clear and con- 
cise statement of each and every assign- 
ment of error upon which the petitioner re- 
lies. This is the most important part of the 
petition, and the greatest possible care should 
be exercised in drawing up the assignments 
of error because the Tax Court in its opinion 
will give consideration only to those issues 
that are presented properly by the pleadings. 
Even those issues in respect of which the 
burden of proof is by statute placed upon 
the Commissioner, must be raised by the 
petitioner in- his assignment of errors. In 
other words, if the Commissioner proposes 
the fraud penalty against the taxpayer in 
the ninety-day letter, it is necessary for the 
petitioner, in his assignment of errors, to 
allege error on the part of the Commissioner 
in holding that the petitioner committed 
fraud; he must do this regardless of the 
fact that at the time of the trial the burden 
of proof will be upon the Commissioner to 
establish that fraud was actually committed. 
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Following the assignment of errors in the 
petition the petitioner must set forth the 
facts upon which he relies to sustain his 
assignment of errors. These facts should 
be set forth in such a way that if they were 
admitted to be true, they would be sufficient 
to support the assignment of errors set forth 
in the petition. Each statement of fact 
should be numbered, so that the Commis- 
sioner in his answer can, by referring to 
numbered paragraphs, either admit or deny 
the facts as alleged in the petition. 


The petitioner then should set forth a 
prayer for relief. Since the relief which the 
taxpayer desires will be directly associated 
with his assignment of errors, his prayer 
for relief will follow the same lines as the 
assignment of errors. 


Verification of Petition 


The petition must be signed by the peti- 
tioner or his counsel and verified by the peti- 
tioner, except that if the petitioner is so- 
journing outside the United States or is a 
nonresident alien, it may be verified by a 
duly appointed attorney in fact, who must 
attach to the petition a copy of the power 
of attorney under which he acts and state 
that the power of attorney has not been 
revoked. A copy of the notice of deficiency 
must be appended to the petition. There 
is a $10 fee for the filing of a petition with 
the Tax Court. 


Commissioner's Answer 


After the petition has been filed, the Com- 
missioner has sixty days within which to 
answer or forty-five days within which to 
move with respect to the petition. The 
answer should either admit or deny each 
material allegation of fact set forth in the 
petition. If the Commissioner asks for 
affirmative relief or if there are any issues 
raised in the petition in respect of which 
the burden of proof is, by statute, placed 
upon the Commissioner, the answer should 
contain the statement of facts upon which 
the Commissioner relies. 


Petitioner's Reply 


In a small number of cases a reply must 
bé filed by the petitioner. Such cases occur 
where the Commissioner’s answer sets forth 
facts upon which he relies for affirmative 
relief, or contains a statement of facts upon 


which he relies to sustain an issue in respect 
of which the burden of proof is placed upon 
him by statute. The reply must be filed 
within forty-five days after a copy of the 
answer has been mailed to the petitioner 
or his counsel. In the reply the petitioner 
should either admit or deny each fact set 
forth in the answer, and in addition thereto 
he should set forth any facts upon which 
he relies for defense. 


A case is “at issue” upon the filing of the 
answer, except with respect to those cases 
where a reply is necessary. In such cases 
the proceeding is “at issue” upon the filing 
of the reply. This means that as far as the 
pleadings are concerned, the case is ready 
for trial. 


The Tax Court has been very fair in per- 
mitting the amendment to pleadings, pro- 
vided the amendment is not offered for the 
purpose of delaying the orderly progress 
of the case. Prior to the time of the filing 
of the answer by the Commissioner, the 
petitioner may amend his petition as a mat- 
ter of course. After the answer is filed, the 
petition may be amended only by consent 
of the Commissioner or upon leave of the 
Tax Court. 


Counsel of Record 


The rules of the Tax Court provide that 
where there are two or more counsel of 
record for a petitioner, service of all papers 
will be made upon the one whose appearance 
was first entered unless the first attorney 
has requested the Tax Court to serve all 
papers upon one of the other attorneys of 
record. If an attorney other than the one 
who first filed his appearance with the Tax 
Court is to be in charge of the handling of 
the case, the Tax Court should be notified 
to serve all papers upon him so that at all 
times he will be fully acquainted with the 
progress of the case. Occasionally, the 
Tax Court has taken important steps in 
a given case while the attorney who was 
in active charge of the handling of the case 
did not know of such action because serv- 
ice was made upon the first attorney of 
record, who failed to notify the attorney 
in active charge of the handling of the case 
on the assumption that this attorney also 
had been advised of the action taken by the 
Tax Court. 


Counsel of record in a case cannot with- 
draw as a matter of right. He must file 
with the Tax Court a motion requesting 
leave to withdraw and showing that the peti- 
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tioner has been advised of his intentions. In 
like manner, if the petitioner wishes to dismiss 
his counsel, he must file a motion with the 
Tax Court and set forth therein that his 
counsel has been duly notified of the pro- 
posed action. The Tax Court may either 
grant the motion or withhold the permis- 
sion requested, depending upon the facts in 
each particular case. 


In the event of a substitution of parties, 
a motion requesting the change should be 
filed with the Tax Court. The most com- 
mon illustration of this situation is a case 
where an individual petitioner dies while his 
case is pending before the Tax Court, in 
which event the case is carried through to 
completion by his executor or administrator. 
[he motion should set forth the facts con- 
cerning the death of the petitioner and the 
appoinment of the fiduciary. Thereafter all 
documents will bear the name of the estate 
followed by the name of the fiduciary, such 
as “Estate of John Smith; William Jones, 
Executor.” 


Field Hearings 


After a case is at issue, it is placed either 
upon a calendar for hearing at Washington 
or upon a circuit calendar for hearing in 
some city outside Washington. Judges of 
the Tax Court are constantly travelling 
throughout the country holding hearings in 
cities where the taxpayer or his witnesses 
reside. These field hearings are held primarily 
for the convenience of the taxpayer in order 
to save him time and expense in the trial 
of the case. If the taxpayer desires the 
hearing to be held in the city where he re- 
sides or in a city in close proximity thereto, 
he should file with his petition a statement 
to that effect. In an appendix attached to 
the rules of the Tax Court, are listed the 
cities in which the Tax Court from time to 
time holds field hearings. This list can be 
used by a taxpayer in determining the city 
outside Washington where he wants his 
case tried. If the petitioner does not file 
with his petition a request for the place of 
hearing, the respondent at the time of filing 
his answer will request the Tax Court to 
set the case for trial at a place of his prefer- 
ence. Invariably, if the petitioner does not 
make a request for the place of hearing at 
the time of filing his petition, the respondent 
requests that the trial be held in the city 
in which is located the office of the repre- 
sentative of the Chief Counsel’s Office who 
will be in charge of the case. Consequently, 
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if a taxpayer wishes that his case be tried 
in Washington, he should so state at the 
time of filing the petition. It may be that a 
petitioner resides in California, but all of 
his witnesses reside in New York City and 
he desires the trial to be held in New York 
so that the witnesses will not have to travel 
to California. In such a case the petitioner 
at the time of filing his petition should re- 
quest that the trial be held in New York 
City; otherwise, the respondent will request 
that the trial be held in California. 


Reserve Calendar 


The Tax Court also maintains a “reserve 
calendar.” The usual reason for placing a 
case on the reserve calendar is to await the 
decision of the Supreme Court of the United 
States in a pending case that will control 
in the case before the Tax Court. If this 
condition prevails, the petitioner should file 
with the Tax Court a motion asking that 
the case be placed on the reserve calendar 
awaiting the decision of the Supreme Court. 
This will prevent the assignment of the case 


for actual trial while the Supreme Court case 


is still pending. In the case of contested 
motions, a hearing is usually held in Wash- 
ington “unless good cause is shown for 
holding it elsewhere.” 


Period of Notice 


When a case is placed upon the hearing 
calendar, the Clerk of the Tax Court in due 
course will notify the petitioner or his: at- 
torney of the place where, and the date 
when, the case will be called for trial. The 
rules of the Tax Court provide that such 
notice must be given to the petitioner not 
less than fifteen days prior to the date of 
the trial, but in actual practice a longer 
period of notice is usually given. The longer 
period of notice is very desirable for the 
reason that the trial of the case before the 
Tax Court is a formal proceeding, requiring 
diligent and proper preparation on the part 
of the taxpayer and his counsel. Failure of 
the taxpayer and his counsel to realize the 
importance of this preparation has resulted 
in the loss of innumerable cases that could 
have been won had the proper amount of 
effort been exerted in the preparation of the 
case. In the normal case before the Tax 
Court the burden of proof is upon the peti- 
tioner, and the reported decisions of the Tax 
Court are replete with cases which taxpayers 
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have lost solely because they did not sus- 
tain that burden. In these cases the Com- 
missioner of Internal Revenue did not win 
the case necessarily because he proved that 
his position was the correct one, but primarily 
because the taxpayer failed to prove that 
the determination of the Commissioner was 
incorrect. 


Burden of Proof on Commissioner 


In certain cases before the Tax Court the 
burden of proof is upon the Commissioner 
of Internal Revenue rather than the tax- 
payer. This burden is upon the Commis- 
sioner in cases where he asserts the fraud 
penalty or claims the taxpayer is a trans- 
feree of assets of another taxpayer who 
failed to pay the correct amount of tax. The 
burden is also upon the Commissioner with 
respect to any new issues he may advance 
after the ninety-day letter has been released. 
The burden of proof of the Commissioner in 
transferee proceedings pertains merely to 
the transferee status of the taxpayer; if the 
Commissioner sustains this burden, then the 
burden is on the taxpayer to prove that 
there is no transferee liability. 


Where hearings are held in Washington, 
only those cases are called that are expected 
to be tried on the date of the call; but where 
hearings are on a field calendar of the Tax 
Court, all of the cases that are to be tried 
on the field calendar are called on the first 
day. A particular field calendar may extend 
for several days or a week or even several 
weeks. As a result the taxpayer may not 
know until the day of the calendar call 
when his case will actually come up for trial. 
This can become a serious inconvenience 
to the taxpayer should he have a number 
of witnesses which he intends to call from 
distant cities. He may find that his wit- 
nesses must sit around the court room for 
several days awaiting the trials of other cases 
on the calendar. Because of this situation, 
it is sometimes advisable at the time of fil- 
ing the petition to request that the case be 
tried in Washington, since as a rule the trial 
will commence on the day of the calendar 
call. Judges of the Tax Court on field trips 
try to accommodate attorneys and taxpayers 
by setting cases for a date certain; but, un- 
fortunately, until the call of the calendar the 
judge does not know how many cases 
actually will be tried, nor does he know how 
long the trial will take in those cases that 
are ready for trial. 
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Submission of Case Without Hearing 


One rule of the Tax Court is sometimes 
overlooked. This rule provides for the sub- 
mission of a case without hearing or ap- 
pearance of counsel. Such a situation arises 
where sufficient facts have been admitted 
in the pleadings or stipulated so that there 
is no necessity of introducing any oral testi- 
mony. In such a case the parties need not 
wait for the proceeding to be calendared 
and may notify the Tax Court that the case 
is submitted upon the basis of the pleadings 
and the stipulation. The presiding judge 
will then assign the case to a division for 
report, which division, upon request of the 
parties, will fix a time for the filing of briefs 
or for oral argument. 


At the time of the trial, unless all of the 
facts have been agreed upon, it is necessary 
that the witnesses for the taxpayer appear in 
person and give oral testimony. In like 
manner, if the respondent intends to intro- 
duce evidence other than that covered by 
the stipulation, it is necessary that his wit- 
nesses appear in person. In the vast majority 
of cases the respondent does not produce 
any witnesses but relies upon the cross- 
examination of the witnesses produced by 
the petitioner. 


Rules of Evidence 


In the trial of a case before the Tax 
Court, the rules of evidence applicable in 
the courts of the District of Columbia, in a 
type of proceeding which under the old 
rules of procedure would have been classi- 
fied as an equity suit, govern the admission 
or exclusion of evidence. Because of this 
rule taxpayers ordinarily should be repre- 
sented by an attorney at the trial of the case. 
Many cases have been lost before the Tax 
Court for the simple reason that the evi- 
dence which to a layman would appear to 
be the most convincing is not even admissible ; 
when it is rejected by the presiding judge, 
it may create a break in the chain of evi- 
dence which proves fatal to the case of the 
taxpayer. Of course, facts that have been 
admitted in the pleadings, and facts that 
have been covered by a stipulation executed 
by the parties, do not have to be proved at 
the trial. Only such facts as are in dispute 
need be proved. 


A court reporter is present at the trial and 
it is his duty to transcribe all of the oral 
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testimony of the various witnesses called by 
the respective parties. Each witness called 
is placed under oath and is subject to cross- 
examination by the opposing party. Wit- 
nesses who refuse to appear voluntarily at 
the request of either party may be brought 
before the Tax Court by the issuance of a 
subpoena. For good cause shown, the testi- 
mony of witnesses may be taken by deposi- 
tion prior to trial. The rules of the Tax 
Court set out the procedure to be followed 
in the issuance of subpoenas and for the 
taking of depositions. 


Filing of Written Briefs 


The admitted facts, the oral testimony 
of the witnesses, and the exhibits submitted 
by the parties, constitute the record on 
which the Tax Court will base its opinion. 
Since this will constitute also the record 
upon appeal in the event that the taxpayer 
has grounds for an appeal to the Circuit 
Court of Appeals, it is of vital importance 
that the record made by the taxpayer at 
the trial before the Tax Court be the 
strongest possible for him to make. At the 
conclusion of the trial the presiding judge 
may call for oral argument or request that 
written briefs be filed. In the vast majority 
of cases the presiding judge directs that 
written briefs be filed for the reason that 
the respective parties usually can present 
their positions with much greater clarity in 
written briefs than in oral argument. This 
is particularly true where the issues in- 
volved are complicated or novel. The rules 
of the Tax Court do not demand the filing 
of printed briefs; but in a case where the 
amount of tax in dispute is sufficiently large 
to warrant it, printed briefs should be filed 
for the reason that they are much more con- 
venient for the judges of the Tax Court 
when the case is under consideration by 
them. ; 


The rules of the Tax Court provide that 
unless the presiding judge directs otherwise, 
each party shall have forty-five days after 
the conclusion of the trial within which to 
file his original brief and either party may 
file a reply brief within fifteen days after the 
filing of the original brief by his opponent. 
If briefs are typewritten, an original and 
two copies should be filed. If briefs are 
printed, twenty copies should be filed. The 
matters to be included in the brief will be 
discussed more fully when we give con- 
sideration to the actual preparation and trial 
of a case before the Tax Court. 
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Findings of Fact and Opinion 


In but a very limited number of cases is a 
decision reached by the presiding judge at 
the conclusion of the trial, and then only 
when the issues are fairly simple. Of course, 
where time has been allowed for the filing 
of briefs, no decision is reached until after 
all of the briefs have been filed. After the 
briefs have been filed, there is nothing for 
the taxpayer to do but await the decision of 
the Tax Court. In due course the Tax 
Court will release written findings of fact 
and opinion in which it will decide the issues 
involved. A copy of the opinion will be sent 
to the taxpayer and to the Commissioner of 
Internal Revenue. In many cases the Tax 
Court will decide merely the question of law or 
the question of fact involved, and will then 
direct that the parties prepare a recomputa- 
tion of the tax liability under Rule 50, giving 
effect to the conclusions reached by the Tax 
Court in its opinion. In many cases the 
Commissioner of Internal Revenue and the 
taxpayer are in agreement as to the amount 
of the revised tax liability under the recom- 
putation, but in other cases they may dis- 


_ agree because of a difference in construction 


which the parties place upon the conclusions 
reached by the Tax Court. In such a case 
each party may file his own recomputation 
of the tax liability, and the Clerk of the Tax 
Court will place the matter upon the hearing 
calendar for argument in due course. The 
taxpayer and the Commissioner may then 
each appear personally to present his argu- 
ment as to why he believes his recomputa- 
tion is in accordance with the opinion of the 
Tax Court. The presiding judge will reach 
a decision thereupon as to the correct recom- 
putation of the tax liability, and the official 
decision of the Tax Court will be entered 
accordingly. 


It must be kept in mind that the argu- 
ment under Rule 50 must be confined strictly 
to the consideration of the correct computa- 
tion of the deficiency or overpayment result- 
ing from the opinion of the Tax Court 
previously rendered, and that neither party 
will be given an opportunity to be heard on 
the issues already decided by the opinion of 
the Tax Court and naturally no argument 
will be heard on any new issues. 


Either party, if dissatisfied with the deci- 
sion of the Tax Court, may file a motion for 
a new trial; but in the vast majority of cases 
this is an idle procedure as the grounds upon 
which such a motion must be predicated are 
present in a very limited number of cases. 

If neither party files an appeal from the 
decision of the Tax Court, then, in the case 
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of a deficiency found by the Tax Court, the 
Commissioner will assess the amount of the 
deficiency. In due course the taxpayer will 
receive from the Collector of Internal Rev- 
enue a notice and demand for payment. In 
the case of an overpayment the Commis- 
sioner automatically will make a refund to 
the taxpayer. 


Petition for Review 


Should either party be dissatisfied with 
the decision of the Tax Court, he has three 
months from the date of the final decision 
within which to file a petition for review to 
have the case considered by a Circuit Court 
of Appeals. The appeal must be taken to 
that Circuit in which is located the Office of 
the Collector of Internal Revenue where the 
taxpayer filed his return. If no return was 
filed, the appeal must be taken to the United 
States Court of Appeals for the District of 
Columbia. The parties may designate by 
stipulation a court other than the one which 
would be proper by applying the foregoing 
rule. 


A review of a decision by the Tax Court 
is taken by filing a petition for review with 
the Clerk of the Tax Court and by follow- 
ing the other technical steps provided for 
by law and rules of court. The various Cir- 
cuit Courts of Appeals have adopted rules 
of procedure covering the review of deci- 
sions of the Tax Court of the United States. 
While for all practical purposes these rules 
are uniform, there are, nevertheless, certain 
minor variations as between the different 
Circuits, for which reason it is advisable for 
the taxpayer to refer to the rules of the par- 
ticular Circuit in which he intends to take 
the appeal. The rules of the Circuit Courts 
of Appeals covering an appeal from the Tax 
Court follow, in all essential respects, Rules 
73 to 76 inclusive of the Federal Rules of 
Civil Procedure. 


Generally the petition for review should 
specify the party or parties taking the ap- 
peal, and include a brief statement of the 
nature of the controversy, the taxable period 
or periods involved, the court by which re- 
view is sought, and the necessary facts to 
establish jurisdiction. The petition should 
be signed by the petitioner or his attorney 
of record. Two conforming copies should 
be filed with the Clerk of the Tax Court. 
The Clerk of the Tax Court thereupon will 
make service of the petition upon the non- 
appealing party in accordance with Rule 73 
of the Federal Rules of Civil Procedure. 


Bond To Stay Collection 


If the taxpayer is the appealing party 
and does not wish to pay the deficiency un- 
less the decision of the Tax Court is affirmed 
on appeal, then, under the provisions of 
Section 1145 of the Internal Revenue Code, 
he must file a bond to stay collection. The 
amount of the bond is fixed by the Tax 
Court at a sum not to exceed double the 
amount of the deficiency in respect of which 
the petition for review is filed. As a rule 
the Tax Court will not require that the bond 
be double the amount of the deficiency. 
Upon application to the Tax Court the 
amount of the bond will be fixed usually at 
a sum equal to the deficiency plus interest 
at the rate of six per cent per annum from 
the date when the deficiency was due up to 
a time which the Tax Court feels will extend 
beyond the date when the case will be finall; 
decided on appeal. 


In connection with the filing of a bond, 
there is one important matter to keep in 
mind: in order for a bond to stay collection 
of the deficiency, it must be filed before or 
at the time of the filing of the petition for 
review. This requirement is clearly set out 
in Section 1145 of the Internal Revenue 
Code. In the case of Neiman-Marcus Com- 
pany, 13 BTA 1132 [CCH Dec. 4480], aff'd 
41 F. (2d) 300 [1930 CCH 79351], it was 
held that where a petition for review was 
filed on September 28, a bond submitted on 
October 9 was not effective to stay collec- 
tion of the deficiency. 


Appeal Record 


After the petition for review is filed with 
the Tax Court, the next step is to work with 
government counsel in the preparation of 
the record that is to be filed with the Clerk 
of the Circuit Court of Appeals. The con- 
tent of the record is governed generally by 
Rule 75 of the Federal Rules of Civil Pro- 
cedure. Promptly after filing the petition for 
review the appellant should file a designa- 
tion of the portion of the record before the 
Tax Court which he wishes the Clerk of the 
Tax Court to forward to the Clerk of the 
Circuit Court of Appeals. Within ten days 
thereafter the appellee has the right to file 
a designation requesting that additional por- 
tions of the record before the Tax Court be 
included. 


The testimony of witnesses designated for 
inclusion in the appeal record need not be in 
narrative form but may be in question and 
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answer form as actually transcribed at the 
time of the trial before the Tax Court. As 
a matter of fact, if one party prepares in 
narrative form a condensed statement of all or 
part of the testimony and the other party is 
dissatisied with the narrative statement, he 
may require the testimony in question and 
answer form to be substituted for all or 
part thereof. If the parties are satisfied 
with the findings of fact made by the Tax 
Court and the sole question before the 
Circuit Court is one of law based on these 
iacts, there is no need for including in the 
appeal record a transcript of any of the oral 
testimony taken at the time of the trial be- 
iore the Tax Court. 


Rule 75 provides that if the appellant does 
not designate for inclusion in the appeal 
record the complete record of the trial and 
all the proceedings and evidence before the 
Tax Court, he shall serve with his designa- 
tion a concise statement of the points on 
which he intends to rely on appeal. Only 
those portions of the trial record should be 
included in the appeal record as have a 
bearing upon the questions to be presented 
to the Circuit Court of Appeals. The parties, 
by written stipulation filed with the Clerk of 
the Tax Court, may designate the parts of 
the record before the Tax Court to be in- 
cluded in the record on appeal; if this pro- 
cedure is followed, the parties need not file 
a designation of the portions of the record 
before the Tax Court to be included in the 
appeal record. 


The Clerk of the Tax Court thereupon 
prepares the record in accordance with the 
designations of the parties or with a stipu- 
lation which may have been filed. The Clerk 
of the Tax Court will include in the appeal 
record, whether or not the parties have so 
designated, certain formal matters such as 
the pleadings, the findings of fact and opinion 
of the Tax Court, the decision of, the Tax 
Court, the petition for review, the designa- 
tions or stipulations of the parties as to the 
matters to be included in the record, and 
any statement by the appellant as to the 
points on which he intends to rely upon ap- 
peal. After the Clerk of the Tax Court has 
completed the record, he forwards it to the 
Clerk of the Circuit Court of Appeals to 
which the appeal is taken. The net result is 
that the record made before the Tax Court, 
or the parts thereof that are essential to the 
review of the decision of the Tax Court, is 
forwarded to the Circuit Court of Appeals 
for review. 


Procedure and Trial Before the Tax Court 


Jurisdiction of Circuit Court 


The case is not retried by the. Circuit 
Court of Appeals in the sense of a trial be- 
fore the Tax Court. No witnesses are called 
to testify before the Circuit Court of Ap- 
peals that no additional evidence is made a 
part of the record. The questions involved 
are presented on the basis of printed briefs 
and oral arguments by the attorneys for the 
respective parties. The jurisdiction of the 
Circuit Court of Appeals is to determine 
whether or not the Tax Court committed 
an error of law in reaching its conclusion. 
Prior to the decision of the Supreme Court 
in the Dobson case, the Circuit Court dis- 
turbed the facts found by the Tax Court 
only in the event that there was no substan- 
tial evidence to support the facts. Subse- 
quent to the decision in the Dobson case the 
Circuit Courts have confined their decisions 
to pure questions of law or at most to mixed 
questions of law and fact. The Circuit 
Courts have the power to affirm the deci- 
sion of the Tax Court, to modify it or to 
reverse it with or without remanding the 
case for re-hearing as justice may require. 


Supreme Court Certiorari 


An appeal from the Tax Court to the 
Circuit Court of Appeals is a matter of 
statutory right and is not subject to the 
granting of permission on the part of the 
appellate court. This is not true in a tax 
case as far as an appeal from the Circuit 
Court of Appeals to the Supreme Court of 
the United States is concerned. The only 
way in which a tax case can get before the 
Supreme Court is for the losing party in the 
Circuit Court of Appeals to file with the 
Supreme Court an application for a writ of 
certiorari. The Supreme Court then decides 
whether or not it will hear the case. A very 
limited number of applications for certiorari 
filed with the Supreme Court are granted. 
Special reasons must be presented before 
the Supreme Court will take a tax case under 
consideration, such as the unconstitutionality 
of the law involved, or a conflict in the de- 
cisions of the lower courts, or the presence 
of a vital point affecting many taxpayers 
which should be definitely and finally de- 
termined. If certiorari is denied by the Su- 
preme Court, the decision of the Circuit 
Court becomes the final decision in the case. 
If certiorari is granted, then the record as 
made below, which is primarily the record 
forwarded by the Clerk of the Tax Court to 
the Clerk of the Circuit Court of Appeals, is 
sent to the Supreme Court. The case is then 
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presented to the Supreme Court on the basis 
of written briefs and oral arguments of the 
attorneys for the respective parties. There- 
after the Supreme Court renders its opinion; 
and since there is not further appeal, that 
ends the case. 


Trial Before Tax Court 


Let us now consider the actual trial of a 
case before the Tax Court. For the pur- 
pose of this discussion let us assume a hypo- 
thetical case involving the question of the 
reasonableness of officers’ salaries. Let us 
suppose that a corporation deducted salary 
of $25,000 for each of three officers and that 
the Commissioner of Internal Revenue has 
released a ninety-day letter proposing a de- 
ficiency through the allowance of a salary 
deduction of only $15,000 to each officer. 
The taxpayer has prepared and filed with 
the Tax Court a petition in accordance with 
Rule 6 of the Tax Court in which it alleges 
that the Commissioner of Internal Revenue 
committed error in disallowing as a deduc- 
tion any portion of the salaries paid to the 
three officers and in which it sets forth a 
statement of the facts upon which it relies as 
a basis for the contention that the Commis- 
sioner committed error. It has also in- 
cluded in its petition a prayer for relief to 
the effect that the Tax Court hold that the 
salaries paid to the officers were reasonable 
in amount and that therefore they are a 
proper deduction in the determination of 
taxable net income. The Commissioner of 
Internal Revenue has filed his answer and 
has denied all of the material allegations set 
forth in the petition. The question is at 
issue, therefore, and will be called for trial 
in due course. 


Anyone who has been in the tax field for 
an appreciable length of time knows with- 
out referring to books that Section 23 of the 
Internal Revenue Code allows a deduction 
for salaries or other compensation for per- 
sonal services actually rendered, but cer- 
tainly no attorney would depend solely upon 
this knowledge in preparing the case for 
actual trial. The attorney would want to 
know what factors have been taken into con- 
sideration in the cases already decided in 
which the question of reasonable compen- 
sation was involved, and he would be just 
as interested in knowing what factors had 
been considered as unfavorable to the tax- 
payer as he would be in knowing what 
factors have been considered as favorable 
to the taxpayer. The attorney, therefore, 
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has considerable studying to do before he is 
ready to commence the mechanics of actually 
preparing his case for trial. 


Study of Applicable Statutes 


The first step the attorney should take is 
a careful reading of the section of the law 
involved, which in our hypothetical case is 
Section 23 (a) of the Code. Often an attor- 
ney will be familiar with the general import 
of a statute, but he cannot get a clear 
understanding of the real problem involved 
in his case without a very careful reading, 
giving mature consideration to each word 
used in the law. It is advisable to read 
the statute, not only once, but several times, 
as the second or third reading frequently 
gives the attorney a more comprehensive 
idea of the statute than did the first reading. 


Study of Commissioner's Regulations 


Under the provisions of the Internal Rev- 
enue Code the Commissioner of Internal 
Revenue is authorized to promulgate regu- 
lations under which the various sections of 
the Internal Revenue Code are to be ad- 
ministered. While the Commissioner may 
not set up by regulation conditions and cir- 
cumstances that extend beyond the scope 
of the law itself, it is a recognized fact, 
nevertheless, that statutes usually are drawn 
in more or less general language with the 
understanding that the details of adminis- 
tration will be supplied by the regulations 
of the Commissioner. Consequently, the 
Commissioner is given broad powers in the 
preparation of his regulations; and unless 
they transcend the statute itself, the Tax 
Court and the other federal courts will give 
the regulations the same force and effect as 
they will the law itself. The importance of 
the Commissioner’s regulations is illustrated 
by the following langauge from the decision 
of the Supreme Court of the United States 
in Helvering v. Winmill, 305 U. S. 79, 59 
S. Ct. 45 [38-2 ustc J 9550]: 


“Treasury regulations and interpretations 
long continued without substantial change, 
applying to unamended or substantially re- 
enacted Statutes, are deemed to have re- 
ceived Congressional approval and have 
the effect of law.” 


Of course, there are other principles of 
statutory construction that limit the au- 
thority of the Commissioner in promulgat- 
ing regulations; but we may accept the 
broad principle that generally the regula- 
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tions of the Commissioner of Internal Rev- 
enue have the force and effect of law. 
Consequently, the second step to be taken by 
the attorney is a careful reading of the 
Commissioner’s regulations covering the 
subject matter involved in the case, not only 
to find out the restrictions and conditions 
which the Commissioner may have imposed 
by his regulations, but also to enable the 
attorney to decide for himself whether or 
not, in his opinion, the regulations extend 
beyond the boundaries of the statute. 


Sources of Editorial Discussion 


Having thoroughly studied the statute and 
the regulations, the attorney is now ready 
to find out what the courts have said con- 
cerning the question involved. There are a 
number of sources from which the attorney 
can acquire this information. He should 
first make a complete review of some edi- 
torial discussion covering the entire subject 
in which he is interested. One of the best 
editorial discussions covering any income 
tax question will be found in the Law of 
Federal Income Taxation, by Mertens. An- 
other recognized source of editorial discus- 
sion is contained in loose-leaf tax services. 
A valuable source of study will also be 
found in the United States Code Annotated. 
This work digests all court cases under the 
various sections of the Internal Revenue 
Code so arranged that the attorney will find 
in one place all of the digested cases under 
any particular section of the Code. 


Very often an attorney will find valuable 
information in articles published in various 
law journals or in Taxes—The Tax Maga- 
sine. Since the authors know that their articles 
will be subject to close scrutiny by the tax 
fraternity, the articles usually are prepared 
with the greatest possible care, with the result 
that most of them throw considerable light 
on the subject under discussion. Many text 
books deal with a single subject of federal 
taxation, and usually treat the subject in a 
more exhaustive manner than do those pub- 
lications which cover the entire field of 
taxation. If the attorney will review some 
or all of the foregoing sources of authority, 
he will have a complete understanding of 
the subject with which he is dealing. 


Study of Decided Cases 


During the course of his study the attor- 
ney will make notes of the more important 
cases referred to in the various texts he has 
reviewed. It must be kept constantly in 
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mind that any editorial discussion represents 
the author’s interpretation as to the princ- 
iples of law established by the various cases 
cited. In most instances the author will 
state the correct principle of law, but oc- 
casionally he may make a statement that is 
not supported by the authority cited by him, 
or may entirely miss a point of law in a 
given case which is more important than 
his actual statement. Furthermore, the 
actual language used by the court in a 
decided case is of far greater importance, 
and carries more weight, than the conclu- 
sion drawn by an author or the language 
which the attorney himself may use in his 
brief. Because of this an attorney should 
not rely solely upon the editorial discus- 
sion contained in the various publications, 
but should read the actual language con- 
tained in the opinions of the decided cases 
involving the subject matter with which 
he is dealing. 


After the attorney has completed his study 
of the editorial matter which he has re- 
viewed and has read the court cases which 
bear on the point involved in his case, he 
will have a clear understanding of what the 


‘courts have said concerning the section of 


law under which his legal question arises. 
He will know what facts he should endeavor 
to establish in the affirmative and what facts 
he should endeavor to establish in the nega- 
tive. The attorney will find that in many 
cases the proof of the absence of a certain 
condition is just as important as is the proof 
of the presence of other conditions. 


Significant Factors 


To return to our hypothetical case, the 
foregoing study will demonstrate to the at- 
torney that the following factors are the 
ones that are usually taken into considera- 
tion by the courts in the solution of the 
problem of reasonable compensation: the 
nature of the business; the gross sales, net 
sales and net earnings of the business for 
the year or years involved, and their com- 
parison with similar factors for a reasonable 
number of years immediately prior to the 
years involved; the nature and extent of the 
services rendered by the officers whose sala- 
ries are involved; the qualifications of the 
officers who perform the services for the 
company; the stockholdings of the officers 
whose salaries are in dispute; the existing 
economic conditions with respect to business 
in general; the dividend record of the cor- 
poration over a period of years; the amount 
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of salaries paid to the officers in prior years; 
the rate of return on the capital employed 
in the business after deducting from the 
earnings the amount of compensation paid 
to the officers; and last, but perhaps of more 
importance than any other factor, the 
amount of salary being paid by comparable 
concerns in the same industry to their 
officers for similar services. Having thus 
fortified himself with the knowledge as to 
what he wants to prove in the trial of the 
case, the attorney is now ready to discuss 
the case in detail with the witnesses who 
will testify at the time of the trial. 


Assembling of Data 


The attorney instructs his client to have 
his accountant prepare from the books of 
account all of the statistical data necessary 
to establish the factors enumerated above 
that are based upon statistical data. He 
should have each officer whose salary was 
challenged prepare a detailed statement in 
writing to show his educational background, 
his actual experience in the industry, any 
special qualifications he may have for per- 
forming his work, the amount of time which 
he devotes to the business, and any other 
special circumstances that would tend to 
support the reasonableness of the salary 
paid to the officer. This written statement 
will not only inform the attorney as to the 
facts he will want to prove through the testi- 
mony of the officer at the time of the trial, 
but will enable the officer to refresh his 
memory from time to time concerning the 
matters about which he will testify when the 
trial is held. 


A case must be relatively simple to en- 
able the attorney to complete his investiga- 
tion in one conference with the witnesses. 
As a general rule, at the first conference one 
question will lead to another, with the result 
that further investigation will be necessary 
by either the attorney, his client, or one or 
more of the other witnesses. Usually it will 
be necessary that a number of conferences 
be held in order to develop all of the facts 
which the attorney intends to prove at the 
time of the trial. After the attorney has 
completed his discussions with the witnesses, 
he is ready to take account of stock to see 
how strong a case he can present to the Tax 
Court. At this point it is advisable for him 
to prepare a statement in columnar form to 
show what he intends to prove and how he 
intends to prove it. Column 1 of such a 
statement should set out all of the facts that 
he intends to prove, in the order in which he 
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will prove them at the time of the trial. This 
column will serve a twofold purpose. The 
attorney can review it from time to time to 
make sure that he has included every fact 
that will have a bearing on the argument 
which he intends to advance in the brief. 
It will also be of value at the time of the 
trial. As each fact is covered by the testi- 
mony which.is introduced, it can be crossed 
off in column 1; in this way the attorney will 
be sure that he will not overlook the prooj 
of any fact at the time of the trial. 


In column 2 of the statement the attorney 
should set forth the manner in which he in- 
tends to prove each fact listed in column 1, 
either by admissions in the pleadings, by 
stipulation, by documentary evidence, or by 
oral testimony of witnesses. In the prepara- 
tion of this column he must keep constantly 
in mind the rules of evidence, especially the 
rule which requires that the best possible 
evidence be submitted to prove the fact. 


A third column should be reserved to in- 
dicate the legal authority to be offered in 
argument to overcome any objection which 
the attorney for the Commissioner might 
advance to the introduction of any of the 
evidence offered at the time of the trial. 
With respect to many facts there will be no 
grounds whatever for an objection to the 
evidence on the part of the attorney for the 
Commissionér, and it will not be necessary 
to indicate in column 3 any authorities as 
to these facts. It is with respect only to 
those instances where the taxpayer’s attor- 
ney feels that the government’s attorney 
might raise an objection that he needs to 
be prepared with legal authorities to counteract 
the objection should it be made. 


Upon the completion of the foregoing 
statement the attorney will know (1) what 
he intends to prove; (2) how he is going to 
prove it; and (3) that the proof which he 
offers will not be subject to a valid objec- 
tion on the part of the attorney for the Com- 
missioner. In this state of mind he may 
approach the trial with a complete feeling of 
confidence in the realization that he will 
present the best possible case which the 
facts will permit. 


Conference 
with Commissioner's Attorney 


After the attorney has determined what 
facts he will prove at the trial of the case, 
he is ready to confer with the attorney for 
the Commissioner of Internal Revenue with 
the view of reaching an agreement concern- 
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ing such of the facts which the attorney for 
the government is willing to admit. Some 
attorneys take no steps looking to the 
preparation of a stipulation until a few days 
prior to the actual trial of the case. This is 
a serious mistake, especially if the case is 
on one of the field calendars of the Tax 
Court. The attorney for the taxpayer prob- 
ably will find that the attorney for the Com- 
missioner has a number of other cases for 
trial on the same field calendar, with the 
result that the government attorney may 
not have the time necessary to prepare a 
proper stipulation. It is advisable, there- 
fore, to work with the government attorney 
well prior to the hearing date and to de- 
termine definitely which of the facts can be 
stipulated. It is the duty of the attorneys 
in the case to stipulate as many of the facts 
as possible, since this procedure will greatly 
lessen the time necessary to try the case. 
Rule 31 of the Tax Court states that “both 
parties should endeavor to stipulate evidence 
to the fullest extent to which either com- 
plete or qualified agreement can be reached.” 
There have been cases in which the judge of 
the Tax Court has terminated the trial with 


instructions that the attorneys confer to . 


stipulate all or at least part of the facts, 
when the progress of the case indicates that 
no serious effort had been made to stipulate 
any of the facts prior to trial. 


Opening Statements 


While the trial of a case before the Tax 
Court is a formal procedure, it is in no sense 
a complicated or involved one. The trial 
commences when the attorneys for the par- 
ties announce their appearance. The at- 
torney for the taxpayer makes his opening 
statement. The attorney for the govern- 
ment may make his opening statement then, 
or postpone his statement until after the 
taxpayer has completed the introduction of 
his evidence. As a general rule the opening 
statement of the attorney for the govern- 
ment is made immediately after the opening 
statement of the attorney for the taxpayer. 
The attorney for the taxpayer should com- 
mence his remarks by advising the court of 
the section or sections of the law involved 
and the precise legal question or questions 
presented in the case. Once the trial judge 
knows the legal point involved, he will be 
better able to follow the statement of the 
facts which the taxpayer’s attorney intends 
to prove to support his legal position. It is 
recommended that the opening statement be 
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short and to the point and that the attorney 
relate only so much of the facts as is neces- 
sary to enable the judge to understand fully 
what the controversy is about. There is 
nothing more boring that to listen to an at- 
torney for an hour or more while he relates 
in minute detail the facts which he intends 
to prove. If the trial judge has been prop- 
erly apprised of the over-all nature of the 
controversy, he will have no trouble in be- 
coming familiar with the detailed facts as 
they are unfolded during the course of the 
trial. 


Completion of Trial 


After the opening statements, there should 
be submitted into evidence the stipulation of 
facts agreed to by the parties. If all of the 
facts have not been covered by the stipula- 
tion, the attorney for the petitioner will call 
his witnesses in the order which will result 
in the most logical presentation of his case. 
Each witness is placed under oath, and is 
subject to cross-examination by opposing 
counsel. After the attorney for the taxpayer 
has examined all of his witnesses and offered 
all of his documentary evidence, he an- 
nounces to the court that the taxpayer has 
completed his case. The attorney for the 
government is then given an opportunity to 
present any witnesses or documentary evi- 
dence which he may have to support his 
position. The government witnesses are 
subject to cross-examination by the attorney 
for the taxpayer. After the government at- 
torney has presented all of his witnesses, the 
attorney for the taxpayer may call any wit- 
nesses he may have to rebut the testimony 
offered by the government. The trial of the 
case is then completed; and unless the pre- 
siding judge calls for oral argument, which 
is seldom the case, the parties will be given 
an opportunity to file briefs within the time 
specified in Rule 35 of the Tax Court, or 
within some special period of time as indi- 
cated by the judge. Under Rule 35 each 
party is given forty-five days after the day 
on which the hearing is concluded within 
which to file original briefs, and either party 
may file a reply brief within fifteen days 
after the filing of the original brief by his 
opponent. As previously stated, the rules of 
the Tax Court do not demand that briefs be 
printed. However, in a case where the 
amount of tax in dispute is sufficiently large 
to warrant the expense, printed briefs should 
be filed for the convenience of the judges 
of the Tax Court. 
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Preparation of Brief 


If the attorney has prepared his case prop- 
erly, he will know prior to trial what he in- 
tends to say in his brief. However, he will 
not be able to prepare his brief in completed 
form until after he receives a copy of the 
record from the official reporter. This is 
due to the fact that in his proposed findings 
of fact the attorney must refer to the pages 
of the testimony and the exhibits to support 
each proposed finding in order to enable 
the Tax Court to decide whether the par- 


ticular finding requested is supported by 
the record. 


The brief of the taxpayer should be pre- 
pared with the greatest of care for the 
reason that it is the vehicle whereby the tax- 
payer fully explains to the Tax Court the 
issues involved and the rules of law upon 
which he relies. The form of the brief is 
provided for in Rule 35 of the Tax Court. 
It should contain the following matters in 
the order stated: (1) a statement of the 
nature of the tax, (2) a concise statement of 
the facts which the taxpayer wishes the Tax 
Court to find, (3) a concise statement of the 
points upon which the party relies, and (4) 
the legal argument. 


The taxpayer’s request for findings of fact 
is a very important part of his brief. The 
attorney for the taxpayer should request the 
Tax Court to make a finding with respect to 
each fact upon which the taxypayer relies, 
since the Tax Court cannot be expected to 
extract the facts from the trial record of its 
own volition. Furthermore, if the taxpayer 
contemplates an appeal in the event of an 
adverse decision before the Tax Court, he 
hardly could claim error on the part of the 
Tax Court in not making findings covering 
all of the essential facts unless he specific- 
ally requests the Tax Court to make such 
findings. Following each requested finding 
of fact, which should be consecutively num- 
bered, the attorney for the taxpayer should 
indicate the page or pages of the testimony 
and the number of the exhibit on which he 
relies in support of the requested finding. 
The proposed findings of the taxpayer 
should be sufficiently complete so that if all 
of the requested findings are adopted by the 
Tax Court, they will enable the taxpayer to 
present fully the legal argument upon which 
he relies. It will avail the taxpayer nothing 
if his argument relies upon facts that are not 
supported by the evidence. 


350 


Preparation of Argument 


Following the requested findings of fact 
the brief should contain a concise statement 
of the points upon which the taxpayer re- 
lies. While this section of the brief should 
be short, it should be prepared with the 
greatest of care, nevertheless, as it is the 
means whereby the taxpayer advises the 
Tax Court of the nature of the controversy 
and the over-all legal grounds upon which 
he relies. The argument follows, and it is 
in this portion of the brief that the taxpayer 
goes into the law and the decisions in an 
endeavor to convince the Tax Court of the 
correctness of his position. It is a little diffi- 
cult to lay down definite rules as to how the 
“argument” portion of a brief should be pre- 
pared; the individual style of the attorney 
shows up at this point more than at any 
other point in the entire procedure of the 
case. The best way to learn how to write 
a good legal brief for the Tax Court is to 
study the briefs written by other attorneys 
who are recognized as specialists in the tax 


field. 


If there are several points in the case, each 
point should be argued under a separate 
heading. In like manner, if there are several 
distinct reasons why the taxpayer should 
prevail on a certain point, each reason should 
be argued under a separate subheading. All 
citations should be in italics if the brief is 
printed and underscored if the brief is type- 
written. 


The length of the brief is a matter for the 
consideration of the individual attorney 
handling the case, but the argument should 
be no longer than is necessary to set forth 
clearly the position of the taxpayer. Some 
briefs indicate a desire on the part of the 
attorneys preparing them to cover with 
lengthy argument every conceivable ramifi- 
cation that has only a remote bearing on the 
main point. It is believed that this is poor 
psychology. The judges of the Tax Court 
are busy men handling many cases; and if 
the argument in a brief is not concise and 
to the point, the Tax Court may have trouble 
in separating the grain from the chaff, or at 
any rate the brief will lack “punch” to make 
it convincing. 


If the language used by a court in a previous 
case that has not been overruled is ap- 
plicable to the argument of the taxpayer, 
this language should be set apart in quota- 
tions. Such a statement will carry more 
weight than an abundance of the attorney’s 
language even though his language may be 
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flowery. Naturally this principle applies 
with the greatest possible force if the lan- 
guage quoted is that of the Supreme Court. 
Similarly, quotations taken from previous 
decisions of the Tax Court will have very 
substantial weight provided the principle of 
the cited case has not been overruled. 


Use of Citators 


While we are discussing the overruling of 
previous cases, it is appropriate to refer to 
the use of a citator in the preparation of the 
legal argument. There is nothing so em- 
barrassing as to rely upon a case which ap- 
pears to be absolutely controlling, only to 
have the attorney for the Commissioner di- 
rect the attention of the Tax Court to the 
fact that the case has been reversed by a 
higher court or rejected by the Tax Court in 
a later decision. The importance of a 
citator cannot be overestimated. It gives a 
complete history of every reported case, in- 
cluding tax cases before the Tax Court and 
other federal courts. It shows whether the 
case was appealed and if so whether it was 
afirmed, reversed or modified. It lists every 


case in which the particular case is cited, . 


showing whether it was followed, recon- 
ciled, distinguished, criticized, or overruled. 
It shows whether certiorari was applied for 
and if so whether the application was 
granted or denied. Furthermore, a citator 
is a great aid in actually looking up the law. 
The searcher of the law need find only one 
good case covering his point, and the citator 
will lead him ultimately to all of the cases 
bearing on his question. 


Every brief filed with the Tax Court 
should contain a table of contents with page 


references, supported by a list of all cita- 
tions, alphabetically arranged, covering the 
cases cited, together with references to 
pages. 


Reply Brief 


When a copy of the government’s brief is 
served upon the attorney for the taxpayer, 
he should review it carefully to determine 
what matters, if any, need to be answered 
in areply brief. Ina great majority of cases 
the interests of the taxpayer will be served 
best by filing a reply brief. If the govern- 
ment attorney requests the Tax Court to 
find facts not supported by the evidence or 
contrary to those requested by the taxpayer, 
an objection should be raised in the reply 
brief and reference should be made to the 
trial record by pointing out the evidence 
which supports the objection. Naturally, if 
the legal argument of the government is un- 
sound or if the authorities cited by the gov- 
ernment attorney are not pertinent to the 
issues involved, such matters should be 
called to the attention of the Tax Court in 
the reply brief. The rules of the Tax Court 
do not provide for any set form of the reply 
brief; it is up to the attorney for the tax- 
payer so to arrange his material that it will 
carry the greatest possible weight. 


After all of the briefs have been filed with 
the Tax Court, the trial work of the attorney 
is completed. If he has performed his duty 
diligently, he may await the decision of the 
Tax Court with a feeling of satisfaction in 
the realization that he did the best he could 
under all of the circumstances. [The End] 


—_—. i ——__—_—— 


Inspection of Tax Returns Authorized 


The Federal Trade Commission is authorized to inspect cor- 
poration income, excess profits, declared value excess profits, and 
capital stock tax returns made for the calendar year 1943 and 
fiscal years ended in the calendar year 1943, and transcript cards 
prepared from the returns included in such classes made for any 
taxable year ending after June 30, 1943, and before July 1, 1944, 
as an aid in executing its statutory powers under Section 6 of 


the Federal Trade Commission Act. 


Information thus obtained 


may be published in statistical form, but the names and addresses 
of taxpayers may not be disclosed (Executive Order 9833 and 


Treasury Decision 5552). 


Procedure and Trial Before the Tax Court 












































































































































































































NHE SCOPE AND PURPOSE of this 

article is to consider, in view of the 1942 
amendment of Section 811(g) of the Code, 
the present applicability of the provisions of 
Section 811 (c) relating to transfers in con- 
templation of death, or intended to take ef- 
fect in possession or enjoyment at or after 
death, to absolute and irrevocable inter-vivos 
assignments of life insurance policies. Con- 
sideration is limited to situations wherein 
the decedent is the insured and transferor 
and the proceeds of the policy are payable 
to beneficiaries other than the decedent’s 
estate. 


Section 404 of the Revenue Act of 1942, 
amending Section 811 (g) of the Code, in- 
cludes in the decedent’s estate proceeds from 
insurance on his life payable to beneficiaries 
other than the estate: (a) to the extent that 
such insurance was purchased with premi- 
ums or other considerations paid directly or 
indirectly by the decedent; (b) with respect 
to which the decedent at death possessed in- 
cidents of ownership alone or in conjunc- 
tion with others. The premium test does 
not apply where the decedent has trans- 
ferred a policy for a consideration equiva- 
lent to its value at the time of the transfer. 
When the decedent transfers a policy for a 
consideration less than its then value, the 
premiums or other consideration deemed 
paid by him are reduced by an amount bear- 
ing the same ratio to the premiums or con- 
sideration as the consideration he received 
for the transfer bears to the value of the 
policy. In determining the premiums paid 
by the decedent (but not the total premiums 
paid), those paid prior to January 10, 1941, 
are excluded if after that date the decedent 
possessed no incidents of ownership. For this 
purpose, incidents of ownership include re- 
versionary interests. Reversionary interests, 


Life Insurance and the Estate Tax 


WILLIAM T. HODGE 
Attorney on the staff of the Tax Court of the United States 





however, are excluded from incidents of 
ownership possessed by the decedent at 
death for purposes of determining whether 
the insurance proceeds are includable in his 


estate. The amendment applies only to es- 
tates of decedents dying after October 21, 
1942. 


The principal accomplishment of this 
amendment lies in the elimination of the 
confusion caused by the expression “taken 
out by the decedent” contained in the former 
insurance provisions from 1918 until the 
time of the amendment. “Taken out” was 
interpreted variously as meaning payment of 
premiums, possession of incidents of own- 
ership at death, and combinations thereof: 
Generally, from 1918 to 1930, the Treasury 
interpreted “taken out” as meaning the pay- 
ment of premiums, and the estate taxation 
of insurance during this period was not ex- 
pressly conditioned on incidents of owner- 
ship. T. D. 4296, IX-2 CB 427, August 6, 
1930, interpreted “taken out” as requiring 
a retention of incidents of ownership at 
death. This interpretation was considered 
necessary probably as a result of Chase Na- 
tional Bank v. U. S., 278 U. S. 327 [1 ustc 
{ 346], the language of which case at least 
implies that incidents of ownership are a 
constitutional requirement to taxing insur- 
ance. 


Regulations 80, November 7, 1934, cli- 
maxed the confusion by apparently defining 
“taken out” as payment of premiums or in- 
cidents of ownership in Article 25, and at 
the same time apparently requiring a sole 
test of incidents of ownership in Article 27. 
After the celebrated Bailey cases—Bailey v. 
U. S., 27 F. Supp. 617 [39-2 ustc J 9526], 30 
F. Supp. 184 [39-2 ustc J 9526], 31 F. Supp. 
778 [40-1 ustc J 9289], cert. dismissed on 
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stipulation September 27, 1940—the first of 
which appeared to consider the taxing of 
insurance as constitutional regardless of in- 
cidents of ownership, the Treasury issued 
T. D. 5032, 1941-1 CB 427, January 10, 1941. 
Here “taken out” was defined as payment of 
premiums. This T. D., however, applied 
only to premiums paid after January 10, 
1941, unless the decedent possessed inci- 
dents of ownership after that date, in which 
event premiums paid previously could be 
considered. From this T. D. the date Jan- 
vary 10, 1941, found its way into the 1942 
amendment of Section 811 (g). 


The 1942 amendment of 811 (g), by 
deleting the expression “taken out” and by 
hinging taxation of insurance on premium 
payments or incidents of ownership, has 
eliminated the confusion which existed prior 
to its adoption. 


Constitutionality of 811(g) 


The most serious constitutional attack 
against 811 (g), as amended, undoubtedly 
will be directed against this section’s pur- 
porting to tax insurance on the basis of 
premium payments without regard to re- 
tained incidents of ownership. The argu- 
ment will be that since no incidents of 
ownership are retained, nothing can pass 
from the decedent or his estate at his death, 
and that therefore there is no constitution- 
ally appropriate event to support an estate 
tax. In other words, it will be objected 
that the government cannot tax as part of 
a man’s estate what he does not own at his 
death. 


Several arguments have been suggested to 
support the constitutionality of an estate tax 
on certain types of inter-vivos transfers of 
insurance even where no incidents of own- 
ership or control have been retained by a 
decedent-transferor. One argument is 
based on the constitutionality of a gift tax. 
A gift tax can be imposed constitutionally on 
an inter-wvos transfer of insurance policies. 
From this, it may be argued that Congress 
could impose a gift tax on such transfers, 
the gift to be valued at the time of the 
donor’s death. This would not be an un- 
reasonable time at which to fix value, since 
the primary value of the donated insurance 
in the form of proceeds is received in pos- 
session and enjoyment and can be determined 
accurately only at the donor’s death. If 
Congress could impose such a gift tax and 
provide for the evaluation of the gift at the 
donor’s death, which as a practical matter 
is what 811 (g) accomplishes, there can be 
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no constitutional objection to such power 
merely because it is exercised under an es- 
tate tax label rather than a gift tax label. 
As was said in Helvering v. Bullard, 303 
U. S. 297 [38-1 ustc J 9139], “Since Congress 
may lay‘an excise upon gifts, it is of no 
significance that the execution is denomi- 
nated an estate tax or is found in a statute 
purporting to levy an estate tax.” The 
language contained in Fernandez v. Wiener, 
326 U. S. 340 [45-2 ustc J 10,239], is signi- 
ficant in this connection: 


“If the gift of property may be taxed, one 
cannot say that there is any want of consti- 
tutional power to tax the receipt of it, 
whether as a result of inheritance, Stebbins 
v. Riley, 268 U. S. 137, or otherwise, what- 
ever name may be given to the tax, and 
even though the right to receive it, as dis- 
tinguished from its actual receipt and pos- 
session at a future date, ante-dated the 
statute. Receipt in possession and enjoyment 
is as much a taxable accasion within the 
reach of the Federal taxing power as the 
enjoyment of any other incident of prop- 
erty.” 


Testamentary Nature 
of Life Insurance 


It has been urged also that a transferred 
life insurance policy may be subjected to an 
estate tax because such a transfer is a sub- 
stitute for a testamentary disposition. That 
such a transfer is a substitute for a testa- 
mentary disposition, is based on a recognition 
that life insurance is inherently testamen- 
tary in character. This testamentary char- 
acteristic is evident from the fact that such 
an assigned policy operates to transfer to 
the assignee-beneficiary an estate in the 
form of proceeds built up by the decedent’s 
payment of premiums, which estate can be 
possessed and enjoyed by the assignee- 
beneficiary only after the decedent’s death. 
The House Committee on Ways and Means 
(H. R. Report No. 2333, 77th Congress, 


Second Session, July 14, 1942, page 52) 
stated: 


“Recognizing the testamentary nature of 
insurance on the life of decedent both where 
premiums are paid directly or indirectly by 
him and where he possessed at the time of 
his death some incident of ownership, your 
Committee proposes to include all proceeds 
of such insurance in the gross estate.” 


It is true that the proceeds built up by 
the decedent’s payment of premiums do not 
pass directly from the decedent to the as- 
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signee-beneficiary, but the assignee-benefi- 
ciary’s possession and enjoyment of the 
proceeds brought about by the decedent’s 
death would seem sufficient constitutionally 
to justify a death tax on the resulting change 
in relationships to property. The following 
language of the Supreme Court in Fernandez 
v. Wiener, supra, is apposite: 


“It is enough that death brings about 
changes in the legal and economic relation- 
ships to the property taxed, and the earlier 
certainty that those changes would occur 
does not impair the legislative power to 
recognize them and to levy a tax on the 
happening of the event which was their gen- 
erating source.” 


Assignee’s Rights 


Nor can it be said generally that the tes- 
tamentary character and operation of an as- 
signed policy is seriously impaired by the 
fact that immediately upon assignment the 
assignee-beneficiary receives certain rights 
which are susceptible of enjoyment and con- 
sumption during the decedent’s lifetime. The 
assignee may acquire, for instance, the right 
to borrow on the policies or to surrender 
them for their cash value. But such rights 
are less valuable and important than the 
right to receive the proceeds at the de- 
cedent’s death. The latter right is with- 
out question the primary incentive and 
purpose in taking out or assigning insurance 
policies. Not infrequently, these incidental 
rights, such as the right to borrow, may be 
intended and in fact are used as a means of 
preserving or enhancing the primary right 
to receive proceeds at the decedent’s death. 


Precedents 


Certain cases may furnish a precedent for 
the proposition that insurance can be sub- 
jected to an estate tax on the basis of pre- 
mium payments even in the absence of 
retained incidents of ownership. In Lang v. 
Commissioner, 304 U. S. 264 [38-1 ustc 
{ 9308], the Supreme Court was confronted 
with the question of the includability of in- 
surance proceeds in the decedent’s estate 
under regulations interpreting “taken out” 
in terms of premium payments. The Court 
held that one half of the proceeds were so 
includable because the decedent had paid 
the premiums with community funds, half 
of which were attributable to him. The sig- 
nificant fact of this case is that the Supreme 
Court so held while assuming that under 
local law the decedent was without power 
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over the policies to destroy or change his 
wife’s interest as beneficiary. Nothing in 
the opinion suggests that the Court rested 
its decision on anything but the payment of 
premiums by the decedent. It did not rely 
on retained incidents of ownership or con- 
trol. 


In the first Batley case, supra, the Court of 
Claims clearly held insurance subject to 
federal estate tax on the basis of premium 
payments and on the express assumption 
that there were no retained incidents of 
ownership: 


“Life insurance is inherently testamentary 
in character. The payment of premiums 
and the insured’s death are the necessary 
events giving rise to the full and complete 
possession and enjoyment of the face amount 
of the policies by the beneficiary. The ac- 
quisition of life insurance policies on one’s 
own life is a substitute for a testamentary 
disposition of property, and to allow an in- 
sured to avoid the estate tax upon his estate 
by making an assignment of policies taken 
out by him and upon which he paid the 
premiums at a time when the statute re- 
quired the inclusion of the proceeds of such 
policies in his gross estate, would be con- 
trary to the clear language of the statute.” 


“We think Congress possessed the con- 
stitutional power to do so. Whatever may 
be the rights of the beneficiary under as- 
signments, there is not a complete transmis- 
sion of the net proceeds of the face amount 
of the policy or an absolute right to the pos- 
sission and enjoyment thereof during the 
lifetime of the insured. His death, coupled 
with the payment of premiums, is the indis- 
pensable event giving rise to or enlarging 
the enjoyment of valuable property rights 
not theretofore possessed or enjoyed. There 
was therefore, we think, a sufficient transfer 
by decedent’s death of an enlarged enjoy- 
ment of economic benefits by the benefi- 
ciary to justify the imposition of the tax 
upon such proceeds in cases of policies sub- 
sequently taken out and subsequently as- 
signed.” 


On essentially the same reasoning as is 
represented by the above quotation, the Dis- 
trict Court of Connecticut upheld the con- 
stitutionality of 811 (g) as interpreted by 
T. D. 5032, supra, in Colonial Trust Company 
v. Kraemer, 63 F. Supp. 866 [46-1 ustc 
7 10,250]. From the above discussion it is 
apparent that the constitutional validity of 
subjecting insurance to an excise tax, re- 
gardless of retained incidents of ownership, 
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is not altogether without precedent and can 
be justified on at least two persuasive 
theories. 


Applicability of 811(c) 


We turn now to the fact situations to 
which the provisions of 811 (c) relating to 
transfers in contemplation of death, or in- 
tended to take effect in possession or en- 
joyment at death, might apply, either in 
conjunction with 811 (g) or separately. 


For convenience, the symbols cd and ted 
will be used to refer respectively to trans- 
fers in contemplation of death, and transfers 
intended to take effect in possession or en- 
joyment at or after death. 


There is little question at this time that 
Section 811 (g) does not apply to insurance 
to the exclusion of other provisions of the 
Code. This has been indicated specifically 
by Congress. (See H. R. Report No. 2333, 
77th Congress, Second Session, page 163, 
and S. Report, No. 1631, page 236.) In pre- 
senting the fact situations below, it is as- 
sumed that the transfers were made under 
circumstances warranting the application 
of the cd and ted provisions of 811 (c). 


There are two general fact situations to 
which the provisions of 811 (g) and cd or 
ted provisions of 811 (c) might apply to- 
gether. In the first, incidents of ownership 
have been assigned prior to January 10, 
1941, and premium payments by the de- 
cedent have been made subsequent to that 
date. The value of the interest includable in 
the decedent’s estate by virtue of the ap- 
plication of the cd or ted provisions, would 
be the amount of the proceeds reduced by 
an amount bearing the same ratio to the 
proceeds as the amount of premiums not 
paid by the decedent after the assignment 
bears to the total premiums paid. (Lieb- 
mann v. Hassett, 50 F. Supp. 537 [43-1 ustc 
{ 10,048]; affirmed on this point 148 F. (2d) 
247 [45-1 ustc J 10,184].) The value of the 
interest included in the decedent’s estate 
under these circumstances by virtue of the 
application of 811 (g), would be an amount 
bearing the same ratio to the proceeds as 
the premiums paid by the decedent after 
January 10, 1941, bear to the total premiums 
paid. In other words, the supplementary 
application of the cd or ted provisions of 
811 (c) would add to the includable interest 
under 811 (g) an amount of proceeds pro- 
portionate to, and representing premium 
payments prior to, the assignment of the 
incidents of ownership, regardless of the 
source of such payments. 
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In the second situation, the assignment of in- 
cidents of ownership has occurred subsequent 
to January 10, 1941. Here the value includable 
in the estate by virtue of the cd or ted pro- 
visions of 811 (c) would equal the proceeds 
reduced by an amount bearing the same 
ratio to the proceeds as the premiums not 
paid by the decedent after assignment bear 
to the total premiums paid. The value of 
the interest includable by virtue of 811 (g) 
would be an amount bearing the same ratio 
to the proceeds as the premiums paid by the 
decedent at any time bear to the total pre- 
miums paid. In other words, the supplementary 
application of the cd or ted provisions of 
811 (c) would add to the interest includable 
under 811 (g) an amount proportionate to 
and representing any premiums paid by 
someone other than the decedent prior to 
the assignment. 


There appear to be two fact situations to 
which the cd or ted provisions of 811 (c) 
might apply but to which 811 (g) would 
not apply. In the first, incidents of owner- 
ship have been assigned prior to January 10, 
1941, and no payment of premiums by the 
decedent has been made after that date. 
The value of the includable interest under 
these circumstances would be the amount 
of proceeds reduced by an amount bearing 
the same ratio to the proceeds as the pre- 
miums not paid by the decedent after the 
assignment bear to the total premiums paid. 
In the second situation, the decedent has 
never paid premiums, and an assignment of 
incidents of ownership has occurred subse- 
quent to January 10, 1941, but prior to death. 
The evaluation of the includable interest 
here would be the same as in the preceding 
example. 


Ted and Incidents of Ownership 


In all of the fact situations to which it has 
been suggested that 811 (g) and (c), or (c) 
alone, might apply, the decedent retained no 


incidents of ownership at death. Such sit- 
uations have not been in the past, nor are 
they currently, considered by the courts as 
suitable for the application of the ted pro- 
visions of 811 (c). This is and has been so, 
because of the prevailing conviction that 
constitutionally there must be some re- 
tained incidents of ownership or some con- 
trol which passes or is relinquished at death. 
The constitutional necessity of such a re- 
tention has been discussed in connection 
with the probable constitutionality of Sec- 
tion 811 (g) as amended. The arguments 
which support the view that such retention 


355 




































































































































































































































































is not constitutionally essential apply with 
equal force to the ted provisions of 811 (c). 
If it is constitutional to impose an estate 
tax on insurance under 811 (g) regardless of 
retained incidents of ownership or control, 
it is by the same token constitutional to tax 
insurance under the ted provisions of 811(c) 
unless statutory language in the latter pro- 
vision calls for a different conclusion. It 
is difficult to believe that the language “in- 
tended to take effect in possession or enjoy- 
ment at or after death” requires the reten- 
tion of incidents of ownership or control 
until death. It seems clear that the trans- 
fer of the rights to the proceeds of life in- 
surance takes effect in possession or enjoyment 
at the decedent’s death. If the amended 
811 (g) was held valid, there would be no 
constitutional requirement, as applied to life 
insurance, of a retention of incidents of 
ownership for estate tax purposes generally. 
Logically, it follows that the ted provisions 
of 811 (c) also could apply constitutionally, 
and by virtue of its wording should apply, to 
insurance regardless of such retention. It 
would be incongruous, indeed, to impose a 
tax on insurance under 811 (g) in the ab- 
sence of such retention and refuse to do so 
under the ted provisions of 811 (c) on con- 
stitutional grounds. 


It will also be noted that in outlining the 
fact situations to which the cd and ted provi- 
sions of 811 (c) might apply, the suggested 
evaluation of the interests includable in the 
estate is the same whether the cd or ted 
provision applies. Where the ted provision 
of 811 (c) is applied to insurance and an 
incident of ownership or control is retained 
at death, the evaluation of the includable 
interest is different from that suggested 
above. But, as has been stated, these fact 
situations involve the applicability of the 
ted provision in the absence of retained in- 
cidents of ownership. Therefore, it seems 
proper to include, as a result of the applica- 
tion of the ted provision, only such part of 
the proceeds as is attributable to values 
which the decedent actually transferred in 
life. In other words, absent incidents of 
ownership at death, proceeds resulting 
from premiums paid by others than the de- 
cedent after the assignment, should be ex- 
cluded under the ted provision as well as 
the cd provision of 811 (c). 


Increasing Objectivity of Cd 


The cd provision of 811 (c) is not in- 
hibited by the retained incident of owner- 
ship requirement. For this reason, and 


because of the growing appreciation of the 
inherent testamentary character of insur- 
ance, there are indications that this provi- 
sion may be applied to insurance with less 
regard for the subjective factors connoted 
by contemplation of death. Since the me- 
chanical operation of a transferred life in- 
surance policy with respect to the proceeds 
thereof so closely approximates the me- 
chanical operation of a testamentary dispo- 
sion, it may be presumed, not unreasonably, 
that the transferor intended this result and 
accordingly intended a substitute for a tes- 
tamentary disposition. In a sense, the sub- 


jective factor of contemplating death is | 
commuted to an objective consideration | 


based on the essentially testamentary me- 


chanics of an assigned insurance policy. | 
This possibility is suggested by the language | 


of First Trust and Deposit Company v. 
Shaughnessy, 134 F. (2d) 940 [43-1 ustc 
{ 10,034], and N. C. Vanderlip v. Commission- 


er, 155 F. (2d) 152 [46-1 ustc { 10,267], | 


cert, denied October 14, 1946. 


In the First Trust and Deposit Company 
case, the decedent transferred certain insur- 
ance policies on his life to his wife, who, 


as part of a single plan, transferred them to 4 


a trustee. The trustee was to hold the poli- 
cies, collect the proceeds at the decedent’s 
death, pay the income therefrom to the wife 
for her life, and at her death distribute the 
proceeds among the decedent’s daughters. 
The wife as settlor reserved the power to 
revoke the trust, change the beneficiary 
under it, withdraw the policies and exercise 
any power or privilege reserved in the poli- 
cies in favor of the “owner.” The question 
was whether the transfer by the decedent 
had been in contemplation of death. The 
court said: 


“Had his wife not reserved the powers 
which she did to break the trust, there could 
not have been the least question that her 
intent in creating it—and therefore Ballard’s 
intent—would have brought the gift within 
the statute, for it would have been in every 
particular a substitute for a testamentary 
disposition. This would have been equally 
true, if Ballard had lived for fifteen years; 
it would have been equally true if he had 
not intended to avoid the estate tax. He 
would have given her property which he in- 
tended to be unavailable for any beneficial pur- 
pose until after his death and to become the 
equivalent of a bequest thereafter.” (Italics 
supplied.) 


With respect to the wife’s power to enjoy 
the policies during the decedent’s lifetime, 
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for instance, in realizing the cash surren- 
der value, the court said: 


“There is not a syllable of evidence to 
show that the enlarged powers reserved to 
the settlor in the 1935 trust were put there 
because she was expected to exercise them 
so as to make use of the policy during her 
life. That he expected that she might do so, 
does not help show that he regarded that 
power as of greater importance than his 
testamentary dispositions. Until the plain- 
tiffs showed some reason for supposing that 
he was actuated more by the first than by 
the second purpose, they made no step 
towards a verdict and they had the burden 
of proof.” 


In the Vanderlip case, supra, the decedent 
irrevocably transferred certain insurance 
policies to a trustee to hold and collect the 
proceeds for distribution to designated 
persons. The motive for the transfer was 
admittedly to avoid estate taxes. The tax- 
avoiding motive was held to constitute the 
transfer one in contemplation of death, but 
the language of the opinion is suggestive. 
The court said, inter alia: 


“Indeed, since the amendment of Section 
302 (c) in 1931, if the property produces 
income which the donor reserves to himself, 
the gift is included, regardless of his mo- 
tive; and it would appear that any question 
of motive is relevant here only because the 
policies do not fall within the letter of that 
amendment. 


“When the property produces no income 
{or] living [to] the donor, or when it does 
and he reserves it to himself, it may be open 
to question whether any motive can exclude it 
from his estate. However, we need not go 
so far; . . . a gift differs from a bequest— 
apart from the inevitable loss of control 
over the property—only insofar as it secures 
enjoyment to the donee during the donor’s 


life; and the donor’s motives are relevant to 
exclude the property only so far as they touch 
upon his enjoyment in that period.” (Italics 
supplied.) 


This language is provocative, and perhaps 
indicates an emerging judicial trend toward 
applying the cd provisions of 811 (c) to 
insurance rather by reason of its inherent 
testamentary operation than by reference 
to the transferor’s state of mind. Or, more 
accurately, the courts, impressed with the 
inherent testamentary character of insur- 
ance, may in a sense spell contemplation of 
death out of the absence of any intent to 
transfer rights for enjoyment during the de- 
cedent’s lifetime. (See Estate of Arthur D. 
Cronin et al., 7 TC —, No. 162 [CCH Dec. 
15,526].) Thus, we may witness a some- 
what surprising situation in which the courts 
apply the cd provisions when satisfied that 
the transfer of insurance was intended to 
take effect in possession or enjoyment at 
death, in order to obviate the retained own- 
ership inhibition of the ted provisions. 


Summary and Conclusion 


If these observations are sound, the con- 
clusions for the tax man are apparent. In 
the first place, the enlarged scope of 811 (g) 
as amended should not absorb his attention, 
when he is considering tranferred insurance 
policies, to the exclusion of the cd and ted 
provisions of 811 (c). In the second place, 
he would do well to keep in mind, particu- 
larly if 811 (g) is upheld constitutionally, 
that the ted provision of 811 (c) may be 
applied to insurance even in the absence of 
retained incidents of ownership at death. 
And lastly, the cd provision of 811 (c) may 
well become applicable when it appears that 
possession or enjoyment is intended to take 
effect only at or after death. [The End] 
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Bureau's Refund Record 


The Internal Revenue Bureau has set a new record for 
promptness in paying refunds to individuals on their 1946 
income tax returns. Refunds totaling $304,080,443 were sent 
to 7,068,736 persons between January 1 and February 28 
as against refunds of $225,000,000 made to about 5,500,000 
persons in the same period last year, when the speed-up 
system of making refunds was initiated. 


Life Insurance and the Estate Tax 














































































































































































International Double Taxation 


Taxation of Foreign Individuals and Com- 
panies in the United States. Mitchell B. Car- 
roll. National Foreign Trade Council, Inc., 
26 Beaver Street, New York 4, 1946. 77 
pages. 

Double taxation among nations will be 
an important item on the agenda when 
the Inter-American Bar Association next 
meets at Lima, Peru, in April. To facilitate 
the discussion of measures to avoid double 
taxation, the association’s Tax Committee, 
at a 1945 conference, assigned certain at- 
torneys interested in the problem the task 
of preparing questionnaires covering the 
income tax laws of Western Hemisphere 
nations. Mitchell B. Carroll, a member 
of this committee since its inception and a 
former member of the Fiscal Committee of 
the League of Nations, undertook the report 
for the United States. 


His survey first explains the nature and 
scope of the provisions of the United States 
Internal Revenue Code, touching upon 
overlapping taxation by federal and state 
governments. A major portion of the re- 
port is devoted to extraterritorial taxation 
and to the suggested treatment of classes 
of income—income from real property, 
mining royalties, mortgage interest, indus- 
trial and commercial profits, maritime and 
air navigation income, dividends, interest, 
patent and copyright royalties, compen- 
sation for personal services, private pensions 
and life annuities, and government salaries. 
The tax treaties which the United States 
has concluded with other nations are com- 
pared with the model conventions recom- 
mended by the League’s Fiscal Committee 
in 1940, 1943, and 1946. The texts of treaties 
with Great Britain, Canada, France and 
Sweden are reproduced. 


Both American companies doing business 
abroad—especially in Latin America—and 


in the Field of Taxation 


foreign companies operating in the United 
States should find information of value in 
Mr. Mitchell’s report. 


Oil and Gas Properties 


Oil and Gas Federal Income Tax Manual. 
Arthur Andersen & Company, 120 South 
LaSalle Street, Chicago, Illinois. Fourth 
Edition, 1946. 131 pages. 


Tax Panorama 


Tax Systems. Commerce Clearing House, 
Inc., Chicago and New York. Tenth Edi- 
tion, 1947. 320 pages, hard bound. $12.50. 


Within the covers of one book is com- 
pressed an almost unbelievable wealth of 
significant and essential tax information. 
Moreover, the material has been summa- 
rized and classified to give a panoramic 
picture of taxation. It also presents unique 
“close-ups” of each state’s tax structure. 
Throughout, the facts and figures are the 
latest available, reflecting all tax laws and 
changes enacted by Congress and the vari- 
ous state legislatures up to the time of go- 
ing to press. 

Attention is focused on tax facts and data 
—not only for the United States, each of 
the forty-eight states and the District of 
Columbia, but for Canada and Mexico as 
well. In addition, selected revenue statistics 
are set forth for the United States, Alaska, 
Puerto Rico and major cities. In all, there 
are over 150 charts, tables and statistical 
presentations. The arrangement of the in- 
formation, (1) by states and (2) by types 
of taxes, should make this helpful volume 
particularly convenient for ready reference. 
Whatever information is needed, whether 
on the different types of taxes levied by a 
specific state or on the number of states 
imposing a particular form of tax, is avail- 
able in concise and understandable form. 
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BUYING and SELLING a BUSINESS 





J. S. SEIDMAN 


Proceedings of New York University’s Fifth Annual Institute on Federal 


Taxation. Matthew Bender & Company, Albany 1, New York. 


$20. 


1012 pages. 


Revenue man, lawyer, accountant, economist, are brought to the Symposium 
series by New York University to lecture on tax law. The value of these lectures 
is proved by the attendance of 400 tax men from thirty-eight states. Subsequent 
to the eight-day session, the lectures were collated into one bound volume. Un- 
numbered years of tax experience are represented in this book in fifty-six lectures 


by the country’s leading tax experts. 


The Proceedings of the last series (Fifth 


Annual Institute on Federal Taxation, November, 1946) has just been issued. 


The theme emphasized at this series was the “how-to-do-it” angle. 


This is best 


illustrated by the reproduction of an entire lecture. By permission of New York 
University and Matthew Bender & Company, publishers of the proceedings, we 
have reproduced in full the lecture by Mr. J. S. Seidman. 





_ ARE MANY WAYS of buying 
or selling a business, and each has its own 
tax consequence. Furthermore, what is 
sauce for the buyer may be applesauce for 
the seller, and vice versa. Since both sides 
to the transaction always want to come out 
with the best possible tax result, there is a 
premium on the fellow who is smartest tax- 
wise. Let us see whether we can here get 
nearer to the premium. 


In order to keep our eye on one ball at 
a time, let us carry through with a hypo- 
thetical transaction. We will assume this: 
John Smith last year started a corporation. 
He put into it $7,000. The corporation last 
year lost $1,000, and has $6,000 left. That 
$6,000 is reflected in three assets: inventory, 
plant and goodwill. These assets have ap- 
preciated in value. Along comes Henry 
Brown, who wants to buy the business. He 
negotiates a deal for $10,000. What is the 
best way to consummate the deal? 


There are several ways of doing it, but 
fundamentally, the choice may be resolved 
to two directions. Brown can buy either 
the stock of the corporation, or the assets 
of the corporation. Let us see what the 
effect is taxwise on all parties concerned if 
we deal with the stock. 


From Smith’s viewpoint as seller, the sale 
of the stock is the simpler method because 
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all he has to do is to transfer stock. He 
does not have to worry about assets, lia- 
bilities, deeds of title, etc. Not only is that 
the simpler method; it is also the cheaper, 
for these reasons: When Smith sells the 
stock, the corporation, as such, is not touched 
and so has no tax to pay. Smith is in effect 
realizing on the appreciation in value of 
the assets of the corporation, but the corpo- 
ration is not a participant in the transaction. 


The only tax is the one to Smith person- 
ally, and that is limited to a maximum rate 
of twenty-five per cent because of the capital 
gain. As a matter of fact, it is possible, 
under some circumstances, to eliminate even 
this one tax. If, instead of selling to Brown, 
he sells to a corporation in return for stock 
and the transaction constitutes a reorganiza- 
tion as defined in the law, there is tax free- 
dom all the way around. There is no use 
in losing ourselves here on the subject of 
reorganizations. Suffice it to say that the 
sale of the stock from the seller’s stand- 
point has certain obvious advantages. 


It will generally follow that the buyer had 
better beware lest the seller come out ahead 
in a particular form of transaction. Let us 
see what happens from the buyer’s stand- 
point if he buys the stock as distinguished 
from the assets. 

Brown is going to pay $10,000 for the 
stock. The underlying assets of the cor- 
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poration at cost are $6,000. From a practical 
standpoint, Brown is immediately out the 
difference in any dealings through the cor- 
poration. That disadvantage need not be 
perpetuated. Brown can do a few things 
to escape from it. One thing he can do 
is to liquidate the company and take over 
the assets himself. If we assume that he 
acted promptly, the assets in his hands would 
then be held by him at $10,000. If he 
wanted to do business in corporate form, he 
would reincorporate the assets into a new 
company, which company would have the 
assets at $10,000 as against the former $6,000. 


Now for some back-tracking on that dog- 
matic conclusion: If Brown went through 
the procedure of winding up the corporation 
and then reincorporated, the government 
probably would contend that this was shadow- 
boxing; that Brown finished exactly where 
he started; that all of the interim transac- 
tions were to be ignored; and that the new 
corporation has the same status as the old 
corporation, just as if the assets had been 
transferred to the new corporation directly 
by the old corporation. This would set the 
new company back on its ears, and back to 
a $6,000 base for its assets. 


This contention would be difficult to over- 
come unless the essence of the dealings be- 
tween Brown and Smith, to begin with, was 
that Brown was interested only in the assets 
of the corporation; that he did not care about 
the stock; that he bought the stock solely 
as a means of getting to the assets; and 
that all concerned knew this. With that 
background, the holding would be that, in 
final analysis, Brown bought the assets, not 
the stock, and the assets cost and had a 
base to the new company of $10,000.* 


But, by the same token, the seller then 
might have some problems. If the trans- 
action was analyzed as, in effect, the sale 
of assets, with stock as the go-between, we 
may have to reinventory what we said about 
no tax to the corporation. If, in essence, 
the corporation sold assets, and sold them 
for $10,000 when they cost it only $6,000, 
there is a tax to the corporation. We can 
play ring-around-the-rosy on this proposi- 
tion until the see-saw battle of form and 
substance is resolved. 

Besides problems of asset basis, the ac- 
quisition of stock also brings in its wake 
some annoyances concerning distributions 
by the corporation. When the buyer puts 
up $10,000 for the stock, he is warranted, 





1Koppers Company, 2 TC 152 [CCH Dec. 
13,282]; Ashland Oil & Refining Company, 99 F. 
(2d) 588 [38-2 ustc J 9580]. 





from a practical standpoint, in the feeling 
that until he has withdrawn $10,000 from 
the corporation, he is drawing out his capital. 
Actually, however, that isn’t the way it 
works. If the corporation had an earned 
surplus of $5,000 and a capital of $1,000 
at the time of the transaction—of course, in 
the basic illustration that is not the case— 
the distribution of $5,000 to the buyer would 
be an ordinary dividend, even though the 
corporation did not earn a button after the 
buyer put up the $10,000. 


Finally, let us see where the net loss carry- 
over situation stands. In the basic illustration, 
the first year of the corporate existence re- 
sulted in a loss of $1,000. If the buyer buys 
stock and leaves the original corporation in- 
tact, that loss can be used by the corporation, 
even though now in the hands of new own- 
ership, as a basis for offsetting income of 
the next two years. 


Sale of Assets 


Where the transaction is handled by the 
disposition of assets instead of stock, the 
play as between the seller and buyer un- 
folds differently. From the seller’s stand- 
point, sale of assets means a double tax. 
The corporation has a tax because it sells 
assets for $10,000 that cost $6,000. Smith, 
the seller, has a personal tax, if we assume 
that he has no further use for the corpora- 
tion and winds it up. On the wind-up, he 
will receive $10,000 (less the corporation’s 
tax on its $4,000 profit) compared with an 
original investment of $7,000. 


The seller can get out from under the 
double tax. One of the things he can do is 
to eliminate the corporation from the picture 
by liquidating it before the sale. The elimi- 
nation of the corporation eliminates the tax 
on the corporation. Again, however, we 
run into the famous “but” that exists in all 
tax practice. The “but” here is that the 
corporation still has a tax, regardless of 
liquidation, if the dealings with the buyer 
were under way before the liquidation: In 
other words, a corporation is still regarded 
as the original seller where it carries on the 
sales negotiations. The later distribution 
of the assets in an attempt to run away 
from the tax is futile. 


To eliminate the double tax, liquidation 
must occur before negotiation for sale. A 
corporation undoubtedly can unwind nego- 
tiations and get out from under. For ex- 
ample, it can discontinue plans as to sale, 
liquidate, and then let the stockholders start 
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anew. ‘The stockholders can either adver- 
tise the assets for sale or in some other 
way bring to public notice the availability 
of the assets for sale, hoping to attract 
anew buyer. Even if the same buyer comes 
back and a deal is concluded, the circum- 
stances sustain the contention that the cor- 
poration is free of tax. 


Reference has been made to double tax 
because, under the figures in the hypothetical 
case, a profit is involved. Where there is 
a loss, then, instead of a double tax, there 
is a double blessing, once to the corporation, 
and then to the stockholders. 


Now for the buyer’s situation where the 
assets of a corporation are acquired instead 
of its stock: From the buyer’s standpoint, 
the purchase of the assets is the simpler 
method, for several reasons. First, assum- 
ing that he ultimately wants the assets, it 
gives them to him directly. Second, it 
automatically cures the otherwise existing 
drawback in the difference between the cost 
of the stock to him and the cost of the 
assets to the corporation. A disadvantage 
results from buying assets in respect to the 
net loss carry-over. It is the corporation 
that has the net loss. The corporation alone 
can make use of that net loss. A purchase 
of stock preserves the corporation and the 
net loss. A purchase of assets preserves 
neither, so far as the buyer is concerned. 


Allocation of Price 
to Individual Assets 


Additional problems arise in dealing with 
assets. They develop from the fact that a 
group of assets is involved, and allocation 
of total price to each component is needed. 
Alloeation is important because the tax 
status of each of the assets may be different 
for the seller and for the buyer. 


It is fitting and desirable that the parties 
agree upon the allocations in the first in- 
stance. If they act reasonably, their alloca- 
tions ordinarily will be respected even though 
the allocations are high in some instances 
and low in others in relation to proved 
fair market values.’ If the parties misbehave 
and fix unrealistic allocations, the govern- 
ment is not bound by them, but can make 
its own redetermination of the matter. 


It is not likely that the allocations worked 
out by the parties will lack realism because 
of the conflict of interest between the buyer 


2 Fraser v. Nauts, 8 F. (2d) 106 (DC Ohio) 
[1 usrc § 140]. 
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and seller. So far as the seller is concerned, 
he wants to allocate the maximum amount 
to the items that will result in capital gains. 
The plant, for example, if sold at a profit, 
will result in a capital gain. The same 
holds for good will. On the other hand, if 
the inventory is sold at a profit, an ordinary 
gain results. Therefore, the emphasis on 
the part of the seller will be to allocate as 
much as possible to the capital assets—plant 
and good will—and to step down as much 
as possible the amount allocated to inventory. 


On the other hand, the buyer’s approach 
will be just the opposite. He will want as 
much as possible allocated to the inventory 
because he will realize upon inventory in the 
ordinary course of business, and the higher 
the amount he allocates to inventory, the 
lower will be the profit—a profit taxable as 
a regular gain. 


If the buyer cannot get maximum alloca- 
tion to inventory, he will want next to 
allocate the highest possible amount to the 
plant because he can take depreciation on 
the plant. (For that reason, within the cate- 
gory of plant, he will want the highest 
amount allocated to depreciable building, 
rather than to non-depreciable land.) He 
will struggle against allocation to good will 
because he cannot take depreciation on good 
will or gain any tax benefits of the amount 
allocated to good will without disposing of 
the business itself. 


The problem of allocation is possibly an 
academic one to the seller. The possibility 
pivots around a recent case’* that gives a 
business entity status to a group of assets 
constituting a busines. The entity, then, 
is a capital asset, though the component 
assets are not. Capital gain automatically 
flows from a profitable disposition of the 
entity regardless of character or ownership 
period of the component assets. In the par- 
ticular case, a corporation sold all the assets 
making up two of its branch operations. 
The court held that a branch operation is 
a business entity and the sale resulted in a 
capital gain, though individual assets of the 
branch included inventory and other non- 
capital assets. If this proposition stands up, 
the seller is on easy street and doesn’t have 
to worry about the allocation of aggregate 
price to individual assets, since he comes 
off with a capital gain on the entire sale 
regardless of allocation. 


Another wrinkle arises in the problem of 
allocation. Suppose, in connection with the 


3 Graham Mill & Elevator Company v. Thomas, 
152 F. (2d) 564 (CCA-5) [46-1 ustc ff 9118]. 
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sale, it is agreed that for a certain number 
of years the seller is never to engage in the 
same line of business in a given area. Ques- 
tion: How much of the sales price is allo- 
cable to that part of the agreement? 


The answer requires analysis as to the 
precise significance of the no-competition 
agreement and as to who is being paid for 
what. For example, if the element of no- 
competition is merely an incident to the 
preservation of the value of good will, it has 
been held that the seller need make no allo- 
cation for the no-competition part even though 
the agreement itself makes an allocation.* 
The no-competition element, then, inheres 
in the good will and partakes of the same 
status. This is important because, standing 
alone, amounts received for no-competition 
would be ordinary income, whereas proceeds 
from the sale of good will are capital gain. 
I am not too sure of the soundness of the 
decision, but there it is. 


Suppose the officers of the selling corpora- 
tion likewise enter into the no-competition 
agreement and part of the aggregate con- 
sideration is allocated to them for such 
agreement. Where do we then stand? 
According to the cases, the amount so re- 
ceived by them is taxable to them as ordi- 
nary income.® 

Looking at the problem from the buyer’s 
standpoint, one would expect that if the 
selling corporation does not have to make 
an allocation for the no-competition agree- 
ment in certain circumstances, then the 
buyer should not have to do so in the same 
circumstances. But no cases sustain that 
proposition. On the contrary, the cases 
seem always to require an allocation by the 
buyer where the no-competition phase is 
a factor. To that extent there is a conflict 
of principle that casts doubt on the sound- 
ness of one or the other holding. 


Where the buyer has to make an alloca- 
tion for a no-competition agreement, it is to 
his advantage to have the agreed period of 
no-competition as short as possible, con- 
sistent with the desired protection. It has 
been held * that if he pays, let us say, $1,000 
to eliminate competition, and the no-compe- 
tition period is two years, he can write off 
that $1,000 over the two vears. The shorter 
the period. therefore, the higher the rate 
of write-off. 

While that is the holding, I have personal 
doubts as to whether it is supportable. If 





4 Toledo Newspaper Company, 2 TC 794 [CCH 
Dec. 13,512]. 


5 Beals Estate, 82 F. (2d) 268 (CCA-2) [36-1 
ustc J 9117]. 


6 Babbitt, 32 BTA 693 [CCH Dec. 8976]. 
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the elimination of competition for two years 
results in entrenchment in the market last- 
ing indefinitely, and it is not impaired by the 
return of the vendor’s competition after 
the two-year period, I have a feeling that 
the two years’ purchase is, in fact, a per- 
petual purchase and is not amortizable at 
all until disposal of the business. However, 
all the cases thus far permit or call for the 
write-off. But the line of argument here 
advanced by me was adopted in a case where 
an amount paid for use of a trade name 
was sought to be written off, on the theory 
that it was different from value of good will.* 


Partnerships and Proprietorships 


Thus far, we have been dealing with an 
assumed corporate vendor. Not only are the 
problems similar for a partnership or pro- 
prietorship, but there are additional ones to 
plague us. For example, a perplexing ques- 
tion is whether the partnership interest is 
an entity separate and apart from the indi- 
vidual assets of the partnership. There is 
a great deal of conflict in the decisions. The 
Tax Court and the Fourth and Sixth Cir- 
cuits say that the two are separate entities. 
The Internal Revenue Bureau and Court of 
Claims say that there is no such thing as 
a partnership interest, except in terms of 
the underlying assets, so that the sale of a 
partnership interest is the sale of the under- 
lying assets. 


The tax significance of these opposing 
conclusions is obvious. A partnership in- 
terest may have an entirely different basis, 
holding period and capital asset status from 
the underlying assets; hence, the amount of 
gain or loss and the tax rate are acutely 
affected. The seller will root for the sepa- 
rateness partnership interest when a gain is 
involved, because then the gain will be all 
capital gain. On the other hand, it is to his 
advantage to fondle the opposite theory 
when a loss is involved because, by re- 
course to the underlying assets, he can get 
an ordinary loss from the disposition of 


items such as inventory and depreciable 
plant. 


If it be held that the partnership interest 
is different from the underlying assets, some 
interesting subsidiary questions arise. For 
example, on the sale of a partnership in- 
terest within the partnership’s accounting 





™ Marc LHidlitz & Son, Inc., 18 BTA 187 [CCH 
Dec. 5626]. 

8 City Bank Farmers Trust Company v. U. S., 
97 Ct. Cls. 296 [42-2 ustc { 9677]; Kessler v. 
U. 8., 124 F. (2d) 152 (CCA-3) [41-2 ustc J 9780]. 
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year, must the selling partner pick up his 
pro rata of profits of the partnership up to 
the time of sale, as when one partner dies? 
Or does the purchaser of the interest pick 
up the entire year’s profits apportionable to 
that interest, somewhat like a new stock- 
holder who immediately after the purchase 
receives a dividend out of earnings accumu- 
lated prior to the purchase? The cases, 
thus far, allocate the year’s profits between 
the two owners of the partnership interest; 
but a strict adherence to the entity theory 
may well produce an opposite result. 


The business entity controversy still rages 
over proprietorships, though not on so wide 
a front. The Tax Court adheres to the 
business entity theory even on proprietor- 
ships. The Circuit Court of Appeals for 
the Second Circuit has held that a pro- 
prietorship is merely the individual assets 
which compose it.’ 


In the light of the conflict in decisions 
both in partnership and proprietorship cases, 
several courses are suggested. One is to 
avoid the conflict by incorporating the assets 
and selling the stock. This was cutely 
done in a case” originally involving a non- 
capital asset held more than six months. 
The asset was first incorporated and the 
stock sold. The stock sale resulted in a 
capital gain, whereas the sale of the asset 
would have been ordinary gain. The shades 
of form versus substance are bound to haunt 
taxpayers who carry this too far, but at least 
one taxpayer has succeeded. 


Finally, where there is a sale of a partner- 
ship interest or a proprietorship, a straddle 
can be secured by establishing an aggregate 
price for the entity, including in the agree- 
ment the allocation of the total price to the 
respective underlying assets. In that way, 
the parties can go forward with either the 
separate entity theory or underlying asset 
principle, or go along with the ultimate 
resolution of these conflicts. 


We return to the point of beginning. There 
is more than meets the eye when a business 
is up for sale. True, many roads lead to 
Rome; but though all converge in the same 
place, the tax tariff on each is vastly dif- 
ferent. 


Corporations and Partnerships 


Federal Taxes—Corporations and Partner- 
ships 1946-47. Robert H. Montgomery, Con- 
rad B. Taylor and Mark E. Richardson. 


® Williams v. McGowan, 152 F. 
(CCA-2) [46-1 ustc 9120]. 
” Gracey, 5 TC 296 [CCH Dec. 14,621]. 


(2d) 570 


Current Books of Interest 


Ronald Press Company, New York. 1946. 


Two volumes, 2443 pages. $20. 


With a new tax bill in sight in 1947, now 
is the time, Mr. Montgomery and his co- 
authors are convinced, for a non-partisan 
commission to undertake a thorough revi- 
sion of our tax structure. The kind of study 
that should precede this revision, is illus- 
trated in the substance and method of these 
volumes on the taxation of corporations and 
partnerships. 


This edition adds an enormous amount of 
new material and revises the old text. In 
spite of the magnitude of the subject, the 
discussion is succinct. The prior law is dealt 
with only insofar as it contributes directly 
to an understanding of the current provi- 
sions of the Code. The treatment of cases 
and rulings is similarly eclectic rather than 
exhaustive. The authors define principles 
and trends by reference to representative 
cases, and call attention to decisions which 
conflict with or depart from established doc- 
trine. 

Volume I is devoted to the exposition and 
interpretation of the Code provisions gov- 
erning gross income and deductions, with 
a second part on methods and bases. Vol- 
ume II, on returns and administration, has 
five parts covering, respectively, corpora- 
tions in general, the excess profits tax, con- 
solidated returns, taxes on undistributed 
profits and profit limitations on certain gov- 
ernment contracts, administration, and part- 
nerships. Each volume, in addition to a 
general index, contains a table of law sec- 
tions and separate indexes of regulations, 
Treasury rulings and court decisions. 


Estates, Trusts and Gifts 


Federal Taxes—Estates, Trusts and Gifts 
1946-47. Robert H. Montgomery and James 
O. Wynn. Ronald Press Company, New 
York. 1946. 990 pages. $10. 


Like other works on federal taxes in the 
Montgomery series, this book is organized 
to present comprehensive material in readily 
accessible form. It is not only a source of 
accurate information about the estate and 
gift taxes, but also a guide to estate planning 
and tax minimization. 

Part I discusses methods of estate dis- 
tribution; Part II, the income tax on dece- 
dents, estates and trusts; Part III, the estate 
tax; and Part IV, the gift tax. This edition 
also considers the new Clifford and Hallock 
regulations, together with other recent de- 
cisions and rulings of significance. 


[The End] 
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AX 
BRIEFS 


By J. H. LANDMAN, Tax Specialist 
Peat, Marwick, Mitchell and Company, New York 


Costs of Uniforms. The cost of uniforms 
of wholesale bakery salesmen and cleaning 
costs are permitted as deductible business 
expenses. Blatt, TC memo. op. [CCH Dec. 
15,607(M)]. 

In the light of the chain of decisions on 
allowed deductions for the use of uniforms, 
it is within the realm of possibility that 
white-collar employees may some day be 
permitted similar deductions for the care 
of their civilian clothes. 


Taxable Dividends. The sale of capital 
stock to the issuing subsidiary at seller’s 
tax value is a taxable dividend under Sec- 
tion 115 (g). When the sale is fictitious, 
the transaction is profitless, and the selling 
price is less than the subsidiary’s accumu- 
lated profits. Pullman, Inc., 8 TC —, No. 34 
[CCH Dec. 15,596]. 


Tax-Free Reorganization Carry-Over 
Losses. Predicated on the Sansome de- 
cision [3 ustc J 978], the Treasury has held 
that surpluses of predecessor corporations 
retain their identities as surpluses in the 
hands of successor corporations under cer- 
tain nontaxable reorganizations. Now the 
Tax Court decides that the same principle 
is equally applicable to deficits because “a 
nontaxable reorganization was not such a 
change incorporate identity as prevented 
the new company from being considered as 
a continuing venture.” Phipps, 8 TC —, 
No. 21 [CCH Dec. 15,570]. 


This decision is pregnant with all types 
of tax possibilities: 

1. Carry-back and carry-forward capital 
and operating losses, or unused excess profits 
tax credits of predecessors or successors 
may be proper. 

2. The predecessor’s invested capital may 
carry over to a successor with a lower in- 
vested capital. 


3. Unamortized discount on a predeces- 
sor’s bonds may be in order. 

4. The predecessor’s deficit may wipe 
out the successor’s unreasonable accumu- 
lation of surplus. 

5. The predecessor’s method of inventory- 
ing, such as last-in-first-out, may impose 
itself on a successor without the latter’s 
electing it. 


Unreasonable Accumulations of Profits. 
In answering Question No. 8 on Form 
1120 (1946) regarding distribution of earn- 
ings, according to the accompanying instruc- 
tions, it is clear that additions to surplus 
reserves, which are not allowable deduc- 
tions for income tax purposes, may never- 
theless be deducted in determining earnings, 
seventy per cent of which must have been 
distributed in order to answer Question 
No. 8 in the negative. This procedure may 
bring the percentage of distribution up to 
or in excess of seventy per cent. 


Corporate Entity. An organization which 
makes only a colorable attempt at oper- 
ating aS a corporation is nevertheless a 
corporation for federal tax purposes. L. T. 
Campbell, Inc. v. Commissioner, CCA-5, Feb- 
ruary 11, 1947 [47-1 ustc 9 9161]; aff’g 4 
TCM 919 [CCH Dec. 14,789(M) ]. 


De Facto Corporation. A business entity 
is nevertheless a business corporation for 
tax purposes when it is operating as such, 
even though certain legal formalities in 
organization are deficient. L. T. Campbell, 
Inc., supra. 


Pension to Widow. Pensions paid to 
widows of employees of a municipal fire 
department are taxable income and not 
gifts. The Fifth Circuit Court holds that it 
is not necessary for the beneficiary to have 
rendered the services to the city. Varnedoe 


v. Allen, 158 F. (2d) 467 (CCA-5) [46-2 
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ustc § 9395]; aff’'g DC Ga, June 4, 1946 


[46-1 ustc J 9293]; cert. denied February 17, 
1947. 


Lessee’s Realty Improvements. Lessees 
constructed a building which was relin- 
quished to the owner together with the 
lease, which expired December 31, 1941. 
The Tax Court holds that the income repre- 
sented by the building did not accrue in 
1941 but in 1942, when the owners physi- 
cally took possession. Ma Belle Houghton 
Plumb Trust, 8 TC —, No. 35 [CCH Dec. 
15,599]. 


Portal-to-Portal Pay. The Commissioner 
of Internal Revenue has ruled that tax- 
payers may allocate the amounts of over- 
time pay and liquidated damages for prior 
taxable years necessitated by the decision 
in Anderson et al. v. Mt. Clemens Pottery 
Company, 66 S. Ct. 1187, June 10, 1946, to 
the year or years in which the services to 
which such payments relate were rendered. 
I. T. 3836. 

This ruling is of doubtful legality because 
it would seem, in the light of the Supreme 
Court decisions in the Dixie-Pine Products 
Company case, 320 U. S. 516 [44-1 ustc 
{9127}, and in the Security Flour Mills 
Company case, 321 U. S. 281 [44-1 ustc 
79219], that the aforementioned amounts 


, were deductible only in the year of final 


settlement in a contested case. However, 
if the taxpayer did want to accrue these 
amounts in the years not barred by the 
statute of limitations, it could do so if it 
did not contest the issues on their merits 
but merely opened up the question as to 
the determination of the accurate amounts 
for each of those years. F. A. Gillespie and 
Sons Company, 151 F. (2d) 903 (CCA-10) 
[45-2 ustc J 9431]. 


Association Treated as Corporation. A 
corporation and individuals in the business 
of selling land for profit are treated as a 
corporation for tax purposes where all the 
investors enjoy the profits, title is vested in 
one of them, and liability is limited to the 
original investment. Bloomfield Ranch, TC 
memo. op., January 31, 1947 [CCH Dec. 
15,598(M) ]. 


Payments to Soldier’s Wife. Payments 
made by a state to the dependent wife of 
a Civil Service employee in the armed 
forces are not a gift but constitute taxable 
income to the employee. Rieben, 8 TC —, 
No. 43 [CCH Dec. 15,611]. 


Family Partnership. A partnership be- 
tween a father and a minor son in the 
construction business was recognized for 


Tax Briefs 





tax purposes ‘where the son rendered vital 
services. Runyon, 8 TC —, No. 42 [CCH 
Dec. 15,610]. 


“Net Income” to Beneficiary. Short-term 
capital gains proceeds upon surrender of 
option, and amortized interest of bond 
premiums are not distributable “net income 
of trust” taxable to the beneficiary. Case, 
8 TC —, No. 41 [CCH Dec. 15,609]. 


Community Property. In Texas, a hus- 
band’s property settlement with a wife in 
anticipation of a divorce procures a tax 
basis for resale measured by the settlement 
value rather than the original cost. C. C. 
Rouse v. Commissioner, CCA-5, February 15, 
1947 [47-1 ustc { 9167]. 


Examination of Records. A proceeding 
to compel the production of bank records 
by a revenue agent is restricted to those 
relevant to the matter under investigation 
where the agent’s orders are broader than 
allowed by statute. First National Bank of 
Mobile and John D. Terrell v. U. S., CCA-5, 
February 15, 1947 [47-1 ustc 79168]; modi- 
fying 67 F. Supp. 616 (DC Ala.) [47-1 uste 
7 9149]. 


. Four-Year Statute of Limitations. If a 
tax is assessed erroneously or illegally, a 
claim for refund is timely if filed within 
four years after payment. Huntley v. South- 
ern Oregon Sales, Inc., 102 F. (2d) 538 [39-2 
ustc J 9391]. 


Worker Abroad. A civilian war employee 
working abroad for a domestic corporation 
remains subject to federal taxation because 
he is not a bona fide resident of a foreign 
country. Love, 8 TC —, No. 49 [CCH 
Dec. 15,627]. 


Constructive Payment. A cash basis cor- 
porate taxpayer may not deduct salaries not 
actually paid to executives, even though the 
executives reported these salaries for tax 
purposes because they were in constructive 
receipt of them. Vander Poel, Francis & 
Company, Inc., 8 TC —, No. 50 [CCH Dec. 
15,628]. 


Full Land Losses. Taxpayer was de- 
clared to be engaged in the business of 
renting out property, because his trustee 
leased the ranch in question for the benefit 
of the taxpayer. As a consequence, the en- 
tire loss on this inherited rental property is 
deductible in full because it was used in a 
trade or business of the taxpayer, and is 
not a capital loss. Scully, TC memo. op., 
February 24, 1947 [CCH Dec. 15,618(M)]. 


Pension Trusts. “Total distributions pay- 


able” at the time of the employee’s sepa- 
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ration from service are treated as long-term 
capital gains, but refer only to the balance 
received within the year of severance of 
service, regardless of any prior distributions 
which may have been paid to such em- 
ployee. P. S. 59. 


Informal Plan of Liquidation. Loss by 
a corporation owning more than eighty 
percent of the shares of another corporation 
is not allowed where a plan of liquidation 
under Section 112 (b) (6) is found to exist, 
even though there was no formal plan. 
Losses in the liquidation of a subsidiary by 
a parent corporation are not allowed under 
this statute. Burnside Veneer Company, Inc., 
8 TC —, No. 55 [CCH Dec. 15,635]. 


Partial Liquidation. Partial liquidation 
of a corporation with earnings did not re- 
sult in a taxable dividend in this case for 
the following reasons: The taxpayer as- 
sumed liabilities; the properties could be 
operated more efficiently and more eco- 
nomically under individual ownership; the 
taxpayer needed money to pay income taxes, 
a division of business operations was indi- 
cated; and the corporation could not be 
liquidated totally because of marital diffi- 
culties. Lockhart, 8 TC —, No. 54 [CCH 
Dec. 15,634]. 


Capital Assets. The sale of stored dis- 
mantled parts of a marine railway in 1942 
yields not ordinary income but capital gain 
under Section 117 (j), because the proceeds 
resulted from involuntary conversion or 
from the sale of depreciable property used 
in business. Wilson Line, Ine., 8 TC —, No. 
48 [CCH Dec. 15,626]. 


Base Period Abnormal Deduction. When 
abnormal in amount, a bad debt deduction 
. arising out of bankruptcy for 1938, is re- 
storable to the base period income credit 
because the debt was not a consequence of 
an increase in gross income. O. Hommel 
Company, 8 TC —, No. 46 [CCH Dec. 
15,624]. 


Unused Excess Profits Credit. Abnormal 
income under Section 721 is not eliminated 
in computing the unused excess profits 
credit. The unused excess profits credit is 
the balance of the excess profits credit 
which remains after applying the excess 
profits net income for such year without 
applying Section 721. San Francisco Steve- 
doring Company, 8 TC —, No. 25 [CCH 
Dec. 15,574]. 


Unrealized Profits. A corporation which 
elects for excess profits purposes to report 
profits from installment sales in the year 
such sales were made, may include the 
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reserve representing uncollected profits as 
part of its accumulated earnings in comput- 
ing invested capital. This decision reverses 
the Tax Court and the Regulations. Kim- 
brell’s Home Furnishings, Inc., CCA-4, Feb- 
ruary 3, 1947 [47-1 ustc { 5907]. 


Equity Invested Capital. Old bonds and 
notes must be treated at their discounted 
value when paid in for new shares and 
bonds in a recapitalization for the determi- 
nation of average equity invested capital. 
Walsh Holyoke Steam Boiler Works, Inc., 
CCA-1, February 27, 1947 [47-1  ustc 
{ 5908]; aff’g 5 TC 814 [CCH Dec. 14,768]. 


Value of Annuity. The discounted pres- 
ent worth is the proper measure of value 
of annuity contracts for estate tax purposes 
where the insurance company has the option 


to pay the full amount of annual installments | 
Theodore F. = 
MacManus Est., 8 TC —, No. 40 [CCH § 


upon the decedent’s death. 


Dec. 15,604]. 


Revised Children’s Trusts. Trusts are 





includible in the grantor’s estate where the | 


right is retained in the grantor in the origi- 
nal trust agreement to change children as 
beneficiaries. Theodore F. MacManus Est., 
supra. 


In Contemplation of Death. The re- 
linquishment by a decedent of the power 
to amend a trust of life insurance policies 
is held to be in contemplation of death, and 
therefore the trust is includible in his gross 
estate. Louis Diamond Est. v. Commissioner, 


CCA-2, February 7, 1947 [47-1 ustc J 10,539]. 


Undelivered Deed. A deed to real prop- 
erty which was properly executed except 
for the fact that it was not delivered to 
the donee, is not includible in the donee’s 
gross estate. Lillian F. Woodward Est., TC 
memo. op., February 17, 1946 [CCH Dec. 
15,620(M) ]. 


Erroneous Exclusions. In a community 
property state, the taxpayer had computed 
her gift tax exemption erroneously. In de- 
termining correct gift tax liability for a year 
not barred by the statute of limitations, 
examination of earlier years may be made 
to arrive at the donor’s unused gift tax 
exemption. Schuhmacher, 8 TC —, No. 56 
[CCH Dec. 15,636]. 


Gifts to Minors. Gifts of stock to minor 
grandchildren, through their parents as 
guardians, are gifts of future interest, de- 
priving the donor of tax exclusions. The 
grandchildren did not have immediate use 
or enjoyment of the gifts. Schuhmacher, 
supra. [The End] 
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By BERT V. TORNBORGH, 


Compromise Settlement of Will Contest 
performed by transfer of property does not 
result in taxable income to the recipient. 
It is property acquired by inheritance. In 


Af STEMS /WEREST 


Certified Public Accountant 


this to mean that the property given in ex- 
change need not be a capital asset. (Com- 
missioner v. Gracey, February 5, 1947 [47-1 
ustc § 9154].) The taxpayer exchanged an 


$ are U.S. v. Gavin, CCA-9, February 4, 1947 [47-1 oil well drilling rig which he had used in 
e the ustc J 9157], a contestant of a will based her his business and which had been subject 
Origi- claim on the contention that she was a nat-_ to a depreciation allowance, therefore clear- 
nas ural daughter of the decedent. She received ly not a capital asset, for 500 shares of stock. 
Est., two thirds of what she would have received The transaction was stipulated to be a tax- 
as a recognized heiress. One of her conces- free exchange. The taxpayer sold the shares 
— sions ‘was to refrain in the future from immediately. The Commissioner treated 
nine asserting that she was the decedent s daugh- the profit as a short-term capital gain. The 
licies ter and to agree that a finding be entered Circuit Court held that, whatever Congress 
dnd by the court that she was not his daughter. may have contemplated, the statute makes 
sross 3ut these concessions do not take away "° distinction based on whether the prior 
oner, the character of the property received as held property was a capital or a non-capital 
539]. inherited property. It was given to her in asset, and consequently allowed the long- 
eae lieu of pursuing her claim that she was an ‘erm capital gains benefits of the statute. 
int heiress to final judgment. This gives the i. i oy 
d to pers eg — i gi agar Gifts of a Seventy-four- Year-Old Woman 
nee’s oe ie Ce SveReeny oe ee ee to her children were not considered to be 
aie justified. : : 
ei 9 “=~ made in contemplation of death where the 
Dec. ‘ / L : decedent was motivated by a desire to give 
_ Single Premium Annuity Policy purchased nancial aid so that her children would cease 
a a = or aytsie by his ag os es their appeals for her assistance. Such pur- 
nth stn oO “ empioyee bt e ped Oo ae dee. pose was connected with life rather than 
“ene — . igri asi e and he = S- death. A bank employee who had assisted 
as pose aa mite poucy upon sy Habil = oo" the decedent in preparing her gift tax return 
aan pre Bi ee ge Fed - lity to et had also prepared an affidavit attached to 
din ees nope e taxable value sie a the return in which the decedent swore that 
ee amount of the single premium paid for the the gifts were not made in contemplation of 
56 policy. Cz. Carlton Ward Vv. Commissioner, death. The Commissioner argued that this 
is CCA-2, February 10, 1947 [47-1 usTC statement not only fails to show that the 
7 9159].) gifts were not made in contemplation of 
inor > * 2 death, but strongly indicates that the con- 
as Holding Period for the purpose of deter- templation of death was uppermost in the 
de- mining long-term capital gain includes the mind of the decedent. It appeared that the de- 
The time during which the taxpayer held prop- cedent was not even consulted about the 
use erty given in a tax-free exchange. (Section affidavit, but that it was due to overzealous- 
her, 117 (h) (1), I. R. C.) The Circuit Court of | ness on the part of her assistant. The Cir- 
nd] Appeals for the Fifth Circuit interpreted (Continued on page 371) 





Tax Items of Special Interest 
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24 issue): 
hundreds of clerks busy until 1950.” 

The taxpayer may give a big sigh of relief 
that March 15 is behind him, but thousands 
of BIR people utter sighs of resignation as 
they tackle the mountain of tax forms on 
their desks. 


“Auditing the returns will keep 


Excise Tax Rates 


The Revenue Act of 1943, 
tion 1650, raised many 


in Code Sec- 
excise tax rates, 


Description of Tax 


Admissions (general) 


Admissions (special) 
Cabarets, roof gardens, etc. 


Permanent use or lease of boxes or seats. 
Sales of tickets outside box office............. 


Beer (fermented malt liquors) ... 
Billiard and pool tables 


Pe RIITIIIIIG rs c 8 dL tid alan ti co et ca ond 


Dispatches (domestic telegraph, cable, or radio) 


Distilled spirits .. 
Dues or membership fees 
Electric light bulbs and tubes 
Furs? 
Initiation fees ........ 
Jewelry ...... 
Leased wires, etc. . 
Luggage 


Seats, berths, etc. .. 
Telephone service (local) 
Telephone (long distance) . 
Toilet preparations . 
Transportation of persons? 


(2) Artificially carbonated wine ... 


(3) Liqueurs, cordials, etc. ........... 


Wines (still) 
(1) Not over 14% alcohol ... 


Wire and equipment service 


1 After March 31, 1947, the tax on furs is ap- 
plicable to articles of which fur is a component 
material only if the value of the fur is more 
than three times the value of the next most 
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ogre mene” $20 a yr. 


Perfumes (imported, containing ‘distilled spirits) 


Wines (sparkling), liqueurs and cordials 
(1) Champagne or sparkling wine 


(2) Over 14% and not over 21% alcohol 
(3) Over 21% and not over 24% alcohol. 





originally to be effective only until six months 
after the termination of hostilities. . Hostil- 
ities were terminated December 31, 1946, 
and most of the war taxes were to die on 
July 1, 1947. The Excise Tax Act of 1947, 
signed by the President on March 11, 1947, 
however, extended the wartime rates in- 
definitely. The table below shows the rates 
that were increased by the 1943 Act and 
now are continued indefinitely: 


Current 
Rate 


.l¢ for each 5¢ or 
major fraction 


20% 
20% 
20% 
$8 a bbl. 


table 
$20 a yr. 
alley 
25% 
$9 a gal. 
20% 
20% 
20% 
20% 
20% 
25% 
20% 
$9 per gal. 
15% 
15% 
25% 
20% 
15% 


per 


Ae 15¢ a half-pint 
or fraction 
10¢ a half-pint 
or fraction 
10¢ a half-pint 


or fraction 


15¢ a gal. 
60¢ a gal. 
$2 a gal. 
8% 


[The End] 


valuable component material. 

Magazine, March, 1947, p. 194.) 
2Does not apply to _ trans-Atlantic, 

Pacific and South American travel. 
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TS case of Burgess, 8 TC —, No. 5 
- [CCH Dec. 15,550], needs close watching. 
The taxpayer won on one issue, and we con- 
cur with the majority; but six judges dis- 
sented, and you know what that means. On 
the second issue the famous case of Cohan 
is cited again, giving the taxpayer a break. 
The “Yankee Doodle Dandy” is getting 
more immortality from 2 ustc { 489 than 
from “Mary Is a Grand Old Name.” 

The Hutzler case, 8 TC —, No. 3 [CCH 
Dec. 15,547], presents a combination method 
of computing inventories for retailers which 
is new to us. Two judges dissented. We 
trust Hutzler wins on appeal. 

We never did like “LIFO.” It nearly 
always means trouble. For a fine discussion 
of “LIFO” see the Accounting Review for 
January, 1947, beginning on page 45. 

The Campau decision [47-1 ustc { 9124] 
is the longest we have seen in a long time— 
ten solid pages in 474 CCH. But if you have 
clients who have redeemed bonds for less 
than par, it’s worth reading. The Court 
of Claims decided against the taxpayer, who 
seemed to have a good case, poorly pleaded. 


The case of Bercaw [CCH Dec. 15,575(M)] 
is a curiosity. How the taxpayer ever dared 
claim the deductions, let alone contest them 
when properly disallowed by the Commis- 
sioner, is one for the book. The Tax Court 
found for the Commissioner on all four 
points. 

Nor do we see why, on the facts, the 
Milford Trust Company [47-1 ustc J 9135] 
expected to gain anything from a typographi- 
cal error made by the Commissioner. “De 
minimis, lex non curat” has always been the 
law, even before the portal-to-portal reversal. 


What Is an Emergency? 


In the early stages of the war the Navy 
found that men just could not stay indefi- 
nitely at “General Quarters.” Yet ancient 
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By LEWIS GLUICK, Certified Public Accountant 


laws required that in the presence of the 
enemy all hands man their battle stations. 
So a. simple system of “conditions” was 
work out. Condition I was the old Gen- 
eral Quarters; Condition IA (pronounced 
“One Able”) was a modification permitting 
some routine work to continue, although 
all guns were fully manned; etc., through 
“Condition V,” which was unofficial but 
meant sleeping (“calking,” “sack duty”). 


Our tax authorities are still keeping us 
at a modified general quarters. New York, 
in 1936, enacted a “Temporary Emergency 
Tax on Unincorporated Business.” In the 
face of a state surplus, that tax is still in 
force. Why? 


California Sales Tax 


The following is taken from a letter sent 
by the State Board of Equalization to “sell- 
ers reporting under the sales tax law.” 


“Unprecedented growth in the volume 
of business subject to tax has occurred this 
year. We now have more than 240,000 ac- 
tive accounts, making an increase of almost 
40,000 over the corresponding pre-war figure. 
The revenue for this year will exceed 
$180,000,000, another all time high.” 


The tax rate for the state is two and a 
half per cent. That means that taxable sales 
were about four and a half billion dollars. 
Staggering, isn’t it? 


Veterans, Attention! 


One of the most vigorous decisions we 
have ever read was that handed down on 
January 20 by Judge Black in the case of 
Secretary of War v. James John Lamb. It 
involves an Iowa tax exemption, and at 
first glance its importance may not be ap- 
parent. However, the California Legionnaite 
gave it quite a spread, and we hazard a 
guess that other veteran publications will 
do the same. Lamb was discharged from 
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the draft in 1918. He wants a discharge from 
the Army, so that he can get “certain tax 
exemptions from the state of Iowa.” Judge 
Black says he can’t have it. The judge is 
eminently correct. But we'll bet that rem- 
edial legislation is going to appear in all 
states that grant veterans exemptions, as 
well as in Congress. 


IT 3834 [474 CCH { 6086] does not settle 
the question of veterans’ support, in our 
opinion. Rather, it aggravates it. How 
can the veteran prove he did not use his 
subsistence allowance for his support? If 
he does prove it, should it not be denied 
to him? How can a parent prove the value 
of support furnished him? Suppose the ex- 
G. I. occupies a room, never rented. It is 
there whether occupied or not. What is it 
worth to him? What is the cost of supply- 
ing him with meals? How many mothers 
keep cost accounts? We think this ruling 
will cause much grief to taxpayers and 
even more to collectors, because it is unen- 
forceable in the mass, no matter what deci- 
sions the courts may make on individual 
cases. 


Words of Wisdom 


From Gaestel, a Tax Court memo of Jan- 
uary 28, 1947 [CCH Dec. 15,590(M)]: 


“The fact that aggregate salaries are rea- 
sonable does not necessarily mean that an 
individual salary is not excessive.” 


Partnerships 


The Shoptalker, in the January, 1942 
issue, page 39, advocated that partnerships 
be required to put balance sheets in Form 
1065. For 1946 they are obliged to do so— 
one reason why the Shoptalker is so busy. 


Congratulations, Bert! 


The Good Book is authority for the say- 
ing that a prophet is not without honor save 
in his own city. Here we’ve been living in 
Long Beach, California, for over two years, 
and practicing for a year, and in the Janu- 
ary 10 issue of the Long Beach Realty Board 
Magazine Bert Tornborgh turns up with an 
article on taxes affecting realtors. ‘Nice 
work if you can get it.” 


April, 1932 


An item from the April, 1932 Shop proves 
that times haven’t changed a bit. 
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“The Old Mission Cement Co. case presents 
some details about contributions, subscriptions 
and donations which are quite interesting, 
Only 25 out of 87 items were allowed as de- 
ductible. This case should prove valuable in 
assisting corporate taxpayers in determining 
the deductibility of such items. (25 BTA 
305 [CCH Dec. 7401].)” 


Shop History 


Ever since we reopened the Shop, in 
February, 1946, we have been receiving the 
same old question that has been coming in 


since the Shop started in October, 1928, | 
We have printed the answer at least three | 


times, and stood up on our hind feet at 
more than one meeting to give the answer. 
The constant iteration of the question is not 
due to faulty memories of those who have 
heard it answered, but to the gratifying 
number of new customers. So here is the 
answer again, with thanks for the inquiries. 


Here is the $64 question: “Where do you 
get your material and how do you find time 
to do it?” 


isn’t made; it just accumulates. It is a rare 
month when we have to spend as much as 
five hours in preparing the Shop for press. 
Bear with us while we relate how it all 
started. 


Early in 1928, Durand Springer, whose 
death a few years ago was a sore blow to 
his beloved profession, invited the then 
youthful Gluick to contribute six articles to 
the magazine which Oldtimer was editing. 
We agreed. But at the deadline for the 
sixth article we were in Hartford, Connecti- 
cut, busier than all get out, with only rough 
notes and left-overs from other articles, plus 
a memory of things seen and heard. We 
utterly lacked time to prepare a unified 
paper. So we just struck the remnants to- 
gether under the title of “Shoptalk,” and, 
to our amazement, Oldtimer printed it. It 
was the most successful article we ever 
wrote. Readers clamored for more. So in 
February of 1929 it became an established 
department of the magazine, and continued 
as such until the end of 1936, when the 
magazine was merged out of existence. 


Then Commerce Clearing House, Inc., 
took over the Shop, and ruined our amateur 
standing. Incredible as it seemed to us at 
first, we actually were going to be paid cash, 
even though not much, for enjoying our- 
selves. For over eighteen years the Shop 
has been the chief source of professional 
pleasure to the Shoptalker. 
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We'll answer the latter first. 
More than ninety-nine per cent of our Shop- | 
talk is purely a by-product. Like hash, it | 
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Now as to how we get the material: Much 
(and we wish it were more) comes as con- 
tributions from you readers. Still more 
comes from what we hear in our meetings 
with CPA’s, lawyers, clients and others. We 
never makes notes (or hardly ever). If we 
can’t remember an anecdote till we get back 
to the office, it isn’t worth printing. But 
back in the office, we will jot down a re- 
minder, or even write it up in draft, and 
pitch it into a file marked “Shoptalk.” 


And then there is our routine work. We 
read the many mailings of CCH material 
just as promptly as time permits. We’ve 
been doing that with tax services ever since 
our best boss taught us to do so in 1920. 
There’s darn little use in subscribing if you 
don’t file immediately and read promptly so 





you can use the stuff you get. As we read, 
we make notes of things that apply to cases 
in hand, and file them in their proper files. 
We also note cases of human interest, or 
maybe just technical cases, that strike us as 
proper merchandise for our Shop. These 
last also go into the Shoptalk folder. Then, 
when a chance is offered, we write up the 
notes in draft. Our typist is trained to look 
in the file whenever he (or she) has spare 
time, and write up the matter in smooth 
form. Finally, about the twenty-third or 
twenty-fourth of the month, we concentrate 
on the Shop, reviewing and revising what 
is in the file, sometimes adding last minute 
matter. On the twenty-fifth we mail it. 


And that, dear readers, is how it’s done. 


[The End] 





' cuit Court held it of little significance one 


way or the other. 
* * * 


Loss as a Result of a Freeze was recog- 
nized as a loss from “other casualty” within 
the meaning of Section 23 (e) (3), I. R. C. 
A New York attorney and certified public 
accountant owned a large collection of grow- 
ing palms and other tropical plants in 
Florida. In January, 1940, a substantial 
part of the trees was destroyed or damaged 
by a freeze. The estate was the taxpayer’s 
residence and was not connected with any 
trade or business. The Tax Court found 
the amount of the loss to be the difference 
between the value of the estate immediately 
preceding the casualty and the value after 
the casualty, limited, however, to the amount 
of the adjusted basis of the estate. (Robert 
H. Montgomery, January 31, 1947 [CCH Dec. 
15,594 (M)].) ; 

* ok 

Bad Debt Deduction is not allowable 
where the taxpayer, at the time of lending, 
could have no reasonable expectation of re- 


such status would change. Even if such 
transactions are really loans, and not gifts, 
the debts are worthless in the year when 
given and cannot be deducted in a later 
year. (Runyon, 8 TC —, No. 42 [CCH Dec. 
15,610].) 
* * x 

Bargain Purchase does not constitute tax- 
able income to the purchaser. But under 
certain conditions it may be different. In 
Van Dusen, 8 TC —, No. 47 [CCH Dec. 
15,625], a corporation president gave to the 
taxpayer, an employee, an option to pur- 
chase stock of the corporation at a price 
below market. The option was exercised. 
It was held to result in taxable income, the 
difference in value of the stock from market 
value being compensation for services ren- 
dered or to be rendered. The Tax Court 
followed the Supreme Court decision in 
Commissioner v. Smith, 324 U. S. 177 [45-1 
ustc J 9187], where it is said: “Section 22 
(a) of the Revenue Code is broad enough 
to. include in taxable income any economic 
or financial benefit conferred on the em- 
ployee as compensation, whatever the form 


payment. He made various loans to per- yeas! ie 

sons who were “broke” at that time, and © mode by which it is effected. 

nothing in the record indicated that [The End] 
aia 
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APPELLATE AND LOWER COURTS 


Gross income: Definition: Who is the 
taxpayer: Dividends.—Decedent agreed to 
acquire stock under a plan whereby he paid 
nearly half the purchase price at once, giv- 
ing notes for the balance. The notes were 
paid from dividends on the stock and the 
stock certificates were delivered to decedent 
under an escrow arrangement as they were 
paid for. It is held that dividends received 
in 1936 and 1937 on shares of stock not then 
delivered to decedent were income to him, 
since he then had a conditional right to the 
ownership of the shares. CCA-2. Helen 
A. DeGuire, as Executrix, Appellee v. Joseph 
T. Higgins, Collector, Appellant, 47-1 ustc 
1 9165. 


Deductions: Expenses: Legal expenses: 
Payment made to perfect title: Capital ex- 
penditures.—Taxpayer’s payment of $65,000 
to avoid litigation and consequent impair- 
ment of credit, which was made in part to 
perfect the title to taxpayer’s property, is 
held to be a capital expenditure, not de- 
ductible as an ordinary and necessary busi- 
ness expense for the fiscal year ended June 
30, 1940. CCA-2. Levitt & Sons, Inc., Peti- 
tioner v. Commissioner of Internal Revenue, 
Respondent, 47-1 ustc ¥ 9188. 


Deductions: Losses: Transaction entered 
into for profit: Sale of residential property. 
—1941 loss on the sale of residential prop- 
erty acquired with the intention of selling 
it is deductible as a loss sustained in a trans- 
action entered into for profit. DC Ky. 
Lucille H. Gaunt, Plaintiff v. Seldon R. Glenn, 
Collector of Internal Revenue for the District 
of Kentucky, Defendant, 47-1 ustc J 9164. 


Capital gains and losses: Going business 
sold.—Partnership profits and business prof- 
its, which have not been withdrawn, and 
withdrawals that have been restored were 
elements of cost of property sold and to be 
considered in computing taxpayer’s loss on 
the sale of a business. DC N. Y. Holland 
B. Williams and First National Bank & Trust 
Company of Corning, Executors of the Last 
Will and Testament of Aaron F. Williams, De- 
ceased, Plaintiff v. George T. McGowan as 
Collector of Internal Revenue for the 28th Dis- 
trict of New York, Defendant, 47-1 ustc 
{| 9169. 
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INTERPRETATIONS 


Court... Administrative 


Deductions: Expenses: Moving: Cost 
of meals and lodging.—Taxpayer’s expense 
of moving his family from Atlanta, Georgia, 
to Washington, D. C., where he was em- 
ployed as an attorney for the government, 
and the cost of his meals and lodging in 
Washington before he moved his family are 


personal and not business expenses. Com- | 
missioner v. Flowers, 46-1 ustc 9127, 326 § 
U. S. 465, followed. CA of DC. John Lee 


York, Petitioner v. Commissioner of Internal 
Revenue, Respondent, 47-1 ustc § 9189. 


TAX COURT 


Deductions: Expenses: Traveling ex- 
penses incurred in pursuit of business.—Tax- 
payer, who was indefinitely stationed in 
New York by his employer, continued to 
maintain a home for his family in Cleveland. 
Deduction of expenses incurred in 1943 for 
lodging and meals in New York is denied, 
since stich expenses were not related to the 
conduct of business of taxpayer’s employer. 


John D. Johnson v. Commissioner, CCH Dec. } 


15,600. 


Gross income: Exclusions: Annuities: 
Excessive consideration paid.—In 1936 and 
1937 taxpayer and her mother purchased 
two annuity contracts, each for $25,000, of 
which each paid half. Each contract pro- 
vided for an annuity to taxpayer’s mother 
during her life and thereafter to taxpayer. 
The mother died in 1940 and taxpayer re- 
ceived a total of $2,034.96 under the two con- 
tracts in 1941. Taxpayer contends that the 
three per cent to be reported as income by 
her should be based upon the cost to her 
of annuities for her life after the death of 
her mother, not upon the $50,000 considera- 
tion paid for the two annuities. But it is held 
that $50,000 is the base figure, since “such 
annuity” in Code Section 22 (b) (2) is con- 
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sidered to refer to the annuity purchased. 
There is evidence to show that each of the 
contracts was single (not divisible between 
taxpayer and her mother), and, therefore, 
the consideration for the annuity purchased 
was $50,000. Virginia M. MacArthur v. Com- 
misstoner, CCH Dec. 15,592. 









TAX COURT— 
MEMORANDUM OPINIONS 





) Estate tax: Valuation of closely held 
} stock: Dealer’s discount.—Decedent, who 
died in 1941, owned stock in a closed corpo- 

% | ration. In determining the value of the 
) stock, it is held that book value and divi- 
dend records should be taken into consid- 


Cost eration but that no allowance should be 
pense | made for a discount which would be re- 
orga, | quired if the shares were turned over to a 
> €™- } dealer for sale. Such discounts are selling 
ment, | costs to be borne by the seller. Decreased 
“aa ™ | foreign sales of the corporation’s product 
Seat | and decreased sales to police departments 
‘ts - were taken into consideration. Estate of 
ee Katharine H. Daily, Deceased, Marshall & 
: e } Ilsley Bank, Administrator with the Will An- 
_— nexed v. Commissioner, CCH Dec. 15,612(M). 
Deductions: War losses: Evidence.— 
Taxpayers, husband and wife, claim to have 

owned certain realty located in Poland, from 

which they fled in 1939. Since that time, 

3 €X- | taxpayers have become naturalized United 
-Tax- States citizens, residing in New York City. 
ed in | Neither taxpayer claimed a loss on his 1941 
ed to } return on account of the loss of his alleged 
eland. property in Poland; but deductions are now 
13 for sought for 1941 in the total amount of 
enied, $262,340, on the ground that Poland was oc- 
0 the cupied by the Germans on December 11, 
loyer. | 1941, on which date the United States ae- 
Dec. | clared war on Germany. The only witness 
was taxpayer Eugene D’Erbstein, who in- 

lities: | troduced a certificate of the Polish Vice 
6 and | Consul in New York to the effect that tax- 
hased payer Eugene D’Erbstein owned realty in 
00, of Poland of the value of $100,500. Transla- 
- pro- tions of other documents were also intro- 
other duced, indicating that taxpayer Marie 
yayer. D’Erbstein owned certain realty in Poland, 
or re- which was subject to unexplained encum- 
) con- brances. No evidence of the date or manner 
at the of acquisition or the basis of the property 
ne by has been introduced. On the record, it is 
o her held that it is impossible for the court even 
ith of to attempt an approximation of the bases 
idera- of the properties, and the deductions are 
s held therefore denied. Eugene D’Erbstein v. Com- 
“such missioner; Marie D’Erbstein v. Commissioner, 

$ con- CCH Dec. 15,646(M). 
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Interpretations 








Deductions: Expenses: Depreciation: 
Evidence.—Taxpayer was a bureau manager 
in Los Angeles, California, of an organiza- 
tion known as “Mankind United.” Included 
in taxpayer’s activities was the exhibition of 
films and the giving of lectures. On the 
films exhibited taxpayer paid a rental. Tax- 
payer was required to attend meetings and 
make reports on an average of twice a 
month in San Francisco, California. Tax- 
payer amended his income tax return for 
1941 several times. The Tax Court finally 
recomputed his income as $5,778.82 and his 
deductions as $3,752.09. The Commissioner 
in determining deficiency disallowed $2,000.41 
paid for film rental, $273 automobile ex- 
penses, and $477.60 in hotel bills. The Tax 
Court held that the $2,000.41 for film rental 
was allowable because evidence was present 
to substantiate this amount. The court al- 
lowed one half of the automobile expenses, 
as taxpayer’s automobile must have been 
used to a considerable extent for taxpay- 
er’s personal use, and one half of the hotel 
bills which were incurred on the trips tax- 
payer made to San Francisco. In allowing 
one half of the hotel bills, the court based 
its allowance on the evidence submitted. 
The court increased one deduction allowed 
by Commissioner, as evidence supported the 
increase. The court disallowed $400 depre- 
ciation on taxpayer’s automobile and $120.11 on 
office equipment because there was no evidence 
to establish the cost of either the automo- 
bile or the office equipment or the rates of 

depreciation. A. Ray and Marion J. Elsea v. 
Commissioner, CCH Dec. 15,544(M). 


Excess profits tax: Equity invested capi- 
tal: Transfer of accounts payable to paid-in 
surplus: Insufficiency of evidence.—On 
August 15, 1940, the stockholders of tax- 
payer, which was engaged in the retail 
jewelry business, authorized the acceptance 
from two brothers, its principal stock- 
holders, of an alleged contribution to capital 
of $30,000, representing the value of mer- 
chandise sold and delivered by them, while 
acting as a partnership in the same busi- 
ness. On July 31, 1941, an entry to this 
effect “as of August 1, 1940,” was made on 
taxpayer’s books by its certified public ac- 
countant. The income tax return for the 
fiscal year ended July 31, 1940, was filed on 
March 13, 1941, and did not reflect this 
contribution to paid-in surplus. The failure 
to make the transfer on the books of $30,000 
from accounts payable to paid-in surplus 
was claimed to be from oversight and neg- 
lect. The Tax Court, in concluding there 
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was little cause in the financial position 
of taxpayer to require any gift by such 
stockholders to its paid-in surplus, held that 
sufficient testimony had not been introduced 
to overcome the determination of the Com- 
missioner that taxpayer was not entitled to 
include the sum of $30,000, or any part 
thereof, in its equity invested capital in 
determining its excess profits tax for the 
fiscal year ending July 31, 1941. Gem Jewelry 
Company, Inc. v. Commissioner, CCH Dec. 
15,558(M). 


Deductions: Losses: Deductible by 
whom: Expenditures made to preserve 
rights.—Taxpayers and others were desig- 
nated “beneficiaries” in an agreement relat- 
ing to the purchase of certain realty. The 
persons designated as “trustees” therein had 
no interest in the property and, pursuant 
to the agreement, taxpayers contributed to 
the trustees in 1941 certain sums for the 
payment of taxes, insurance, interest and 
incidental expenses, as they were required 
to do in order to protect their rights in the 
property. Without determining the nature 
of the relationship of taxpayers to the “trus- 
tees,” it is held that, since taxpayers actually 
made the payments, they are deductible in 
1941. Sidney Gorman v. Commissioner; 


Myron A. Keys v. Commissioner, CCH Dec. 
15,585(M). 


Tax Court as subject to the Administra- 
tive Procedure Act.—Taxpayer filed a mo- 
tion to set aside and vacate the opinion 
entered December 24, 1946, reported at 
474 CCH {7237(M). Taxpayer contended 
that the Tax Court is an “agency” within 
the meaning of Section 2 of the Administra- 
tive Procedure Act [see { 27,817, “Related 
Statutes” division of the Internal Revenue 
Code volume] and Judge Samuel B. Hill, 
who decided the aforementioned case, is a 
presiding officer within the meaning of Sec- 
tions 7 and 8 of the Administrative Pro- 
cedure Act. Further contentions: Opinion 
entered by Judge Hill was an initial deci- 
sion; the opinion was served upon taxpayer 
without notice and without giving taxpayer 
a reasonable opportunity to submit objec- 
tions and exceptions to the findings and 
Opinions, with supporting reasons pursuant 
to Section 8 of the Administrative Pro- 
cedure Act. Taxpayer’s motion was denied. 
[The Attorney General held that the Tax 
Court was a “court” and as such was not 
subject to the Administrative Procedure 
Act. See page 38 of Senate Committee Re- 
port on that Act.] Elizabeth MacDonald v. 
Commissioner, CCH Dec. 15,563(M). 
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Deductions: Expenses: Reasonable al- 
lowance for compensation. — Taxpayer’s 
principal stockholder, who was its presi- 
dent, was paid a salary of $1,515.15. The 
principal stockholder’s wife, who was its 
secretary and assistant treasurer, received 
also a salary of $1,515.15. The principal 
stockholder made important decisions, ad- 
vised taxpayer’s manager on the operation 
of its business, and rendered valuable serv- 
ices in the management of its business. The 
wife, however, answered a few messages, 
and conferred with her husband ‘on the 
affairs of taxpayer. Tax Court allowed the 


principal stockholder’s compensation as rea- | 
sonable. The wife’s compensation was dis- | 


allowed because it was not shown by taxpayer 
that she performed valued services for it. 
She did not actually render personal serv- 
ices. The evidence did not show that a 
reasonable allowance for compensation was 
some lesser amount. Maine Dairy, Inc. v. 
Commissioner, CCH Dec. 15,584(M). 


Deductions: Expenses: Traveling ex- 


penses.—Taxpayer, in 1943, maintained a | 
home in Toledo, Ohio, for his family and | 
worked in Detroit, Michigan. Taxpayer's | 
employment consisted of supervising credit | 


extensions and looking after collections in 
Detroit. His employer had a warehouse in 
Detroit, where taxpayer worked, and an 
office in Toledo. Each week-end taxpayer 
reported to his employer in Toledo. Tax- 
payer conferred with his employer in Toledo 
on Friday, when he arrived from Detroit, 
and Monday morning before he left for 
Detroit. Taxpayer made constant written 
reports to Toledo and had access to the 
telephone when personal communication 
was necessary. Taxpayer took a deduction 
on his 1943 return for traveling expenses 
which included his week-end trips to To- 
ledo and return, his cost of lodging in 
Detroit, his meals, cab fares, amusement 
tax, and his automobile expense for his work 
on behalf of another employer. Commis- 
sioner allowed the automobile expense and 
the amusement tax but disallowed the other 
items. Tax Court held for Commissioner. 
Taxpayer failed to show his trips to Toledo 
were made in specific requirement with his 
employment. From the facts, taxpayer’s 
weekly conferences with his employer were 
not required to carry out the functions of 
his employment, Taxpayer’s claim of two 
places of employment, because of his other 
employer, is not material because the amount 
of income is too insignificant as compared 
with the income of his principal employ- 
ment to have any effect upon the question 
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of the deductibility of these expense items. 
Earl C. Michael v. Commissioner, CCH Dec. 
15,582(M). 


Deductions: Losses: Sale of residential 
property.—Taxpayers deducted on their re- 
turn for the calendar year 1941, as a loss, 
the sum of $4,748.85, sustained by reason of 
the sale of a residence formerly occupied by 
them. Commissioner conceded the issue in 
this case based on acquiescence in the Haz- 
ard case, 7 TC 44, CCH Dec. 15,273. The 
loss was, therefore, allowed as an ordinary 
loss and not as a loss on the sale of a capital 
asset. Daniel F. Norton and Helen M. Norton 
v. Commissioner, CCH Dec. 15,543(M). 


Failure to file return: Penalties: Absence 
of wilful neglect: Reasonable cause: Rea- 
son not given—The stock of taxpayer 
Ellen is owned by taxpayer Orient; and its 
stock, in turn, is owned by Burman, his 
wife and daughter. Burman delegated au- 
thority to reputable accountants to file tax- 
payers’ returns, and the accountants failed 
to file personal holding company surtax 
returns for taxpayers for 1940, 1941 and 
1942. Burman did not know that such re- 
turns should be filed; and, although the 
court holds that there was no wilful neglect 
to file the returns, the penalties imposed 
are upheld, since the failure of the account- 
ants to file was not “reasonable cause” for 
taxpayers’ failure to do so. Orient Invest- 
ment & Finance Company, Inc. v. Commis- 
sioner; Ellen Investment & Finance Company, 
Inc. v. Commissioner. CCH Dec. 15,546(M). 


Estate tax: Property in which decedent 
had an interest: Annuity purchased by an- 
other.—In 1931, decedent’s husband pur- 
chased an annuity in favor of decedent for 
life with principal sum payable to the hus- 
band upon decedent’s death. Decedent had 
all rights to surrender the policy, change the 
beneficiary, etc., but, upon her death in 1942, 
she had exercised none of them. It is held 
that no part of the annuity principal is tax- 
able as property in which the decedent had 
an interest at the time of her death. Estate 
of Helen Schwartz, Deceased, Arnold A. 
Schwartz, Administrator v. Commissioner, 
CCH Dec. 15,621(M). 


RULINGS 


1943 Stock Rights of Standard Oil Com- 
pany (Ohio): Tax status.—Rights issued by 
the Standard Oil Company (Ohio) to its 
stockholders of record December 23, 1943, 
to subscribe to one share of $100 par 4% per 
cent convertible cumulative preferred stock for 


Interpretations 


each eight shares of common stock held were 
not taxable as a dividend until the rights 
were exercised. Special Ruling, December 
11, 1946. 474 CCH { 6099. 


1946 Stock Rights of American Export 
Lines, Inc.—With respect to stock rights 
issued to common stockholders of American 
Export Lines, Inc., of record August 21, 
1946, to subscribe to common stock of 
American Overseas Airlines, Inc., at $12 per 
share, on the basis of one share of American 
Overseas Airlines, Inc., for each five shares of 
American Export Lines, Inc., if a stock- 
holder exercised such rights, the excess, if 
any, of the fair market value of the capital 
stock of American Overseas Airlines, Inc., 
acquired by him at the time the rights were 
exercised over the subscription price thereof 
is taxable to him as a dividend to the extent 
provided in Code Section 115(a). If a stock- 
holder sold such rights during the offering 
period, ordinary income was realized by 
him to the extent of the entire amount of 
the sale price. Ifa stockholder of American 
Export Lines, Inc., neither exercised nor sold 
the rights which he received to subscribe to 
stock of American Overseas Airlines, Inc., 
no taxable income was realized and no de- 
ductible loss was sustained therefrom. 
Special Ruling, December 19, 1946. 474 
CCH J 6098. 


Credits against tax: Foreign taxes: 
Argentine income tax.—The “national emer- 
gency tax” imposed by Argentine Decree 
No. 14.338/46 is an income tax within the 
United States concept of such a tax, and it 
is allowable as a credit against the federal 
income tax liability of a citizen of the 
United States to the extent provided by 
Section 131 of the Internal Revenue Code. 
I. T. 3837, 1947-3-12480 (p. 5). 47-1 ustc 
q 6095. 


Withholding tax at source: British tax 
treaty: Expenses of domestic trust.—Allo- 
cation of expenses to taxable and nontaxable 
income under the income tax convention 
between the United States and the United 
Kingdom, signed April 16, 1945, effective 
for taxable years beginning on or after 
January 1, 1945, where the income of a 
domestic trust consists of dividends, inter- 
est, and rent, and such income is currently 
distributable to a nonresident alien benefi- 
ciary who is not engaged in trade or busi- 
ness in the United States through a 
permanent establishment therein and who is 
subject to United Kingdom income tax. 
I. T. 3838, 1947-3-12481 (p. 6). 47-1 ustc 
1 6096. 
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STATE TAX 





ALABAMA 
May 1 
Automobile dealers’ report due. 
May 10—— 


Alcoholic beverage report of wholesalers 
and distributors due. 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


May 15 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


May 20—— 


Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Jasper occupation tax return and payment 
due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 





ARIZONA 


May 5—— 


Alcoholic beverages licensee’s report due. 
Property tax second semi-annual install- 
ment due (last day). 


May 10—— 


Wholesalers of malt, vinous and spirituous 
liquors report and payment due. 


May 15—— 


Gross income report and payment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


May 20—— 


Property tax return due (last day). 
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CALENDAR 


May 25—— 


Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and payment 
due. 













ARKANSAS 





May 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Natural resources severance tax report 
and payment due. 
Statement of purchases of natural re- 
sources. 
May 15 


Income tax return, information return and 
first installment due. 


May 20—— 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 
May 25 


Motor fuel tax report and payment due. | 

























































































CALIFORNIA 








May 1 
Common carrier distilled spirits tax re- 


port and payment due. 
Gasoline tax report and payment due. 


May 15 


Beer and wine report and tax due. 

Common carriers report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Use fuel tax report and tax due. 












































May 20—— 
Motor carriers’ gross receipts report and 
tax due. 
COLORADO 
May 1 
Franchise tax due. 
May 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
May 10—— 
Motor carriers’ report due. 
May 14—— 


Sales tax report and payment due. 
Use tax report and payment due. 
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May 15—— 


Coal mine owners report due. 
Coal tonnage tax report due. 


May 20—— 
Property tax return (last day). 
May 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 





Gasoline tax due. 


May 15—— 

Gasoline tax report due. 

Gasoline use tax report and payment due. 
May 20—— 


Alcoholic beverage tax return and pay- 
ment due. : 


DELAWARE 
First Monday 


Steam, gas and electric companies’ report 
due. 


May 15—— 


Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages report due. 


May 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


State Tax Calendar 





DISTRICT OF COLUMBIA 


May 10—— 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


Licensed manufacturers and wholesalers 
of beer report due. 


May 15—— 
Beer tax due. 


May 25—— 
Gasoline tax report and payment due. 





FLORIDA 
May 1 
Auto transportation companies’ report and 
tax due. 
May 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


May 15—— 


Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline tax report and payment due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


May 25—— 


Oil and gas production tax report and 
payment due. 


GEORGIA 
May 1 
Bank share tax report due (last day). 
Property tax return in counties of 200,000 
or more due (last day). 





May 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
May 15—— 
Malt beverage tax report due. 
May 20—— 
Gasoline tax report and payment due. 
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IDAHO 





May 1 


Mining claim report due (last day). 
Ore severance tax report due. 


May 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 


















ILLINOIS 
May 1 
Cook County bank share tax due (last 
day). 


Cook County personal property tax due. 
Cook County real property tax semi- 
annual installment due. 


May 10—— 
Motor carriers’ mileage tax due. 
May 15—— 


Alcoholic beverage tax report due. 
Cigarette tax return due. 

Public utilities’ report and tax due. 
Sales tax report and payment due. 


May 20—— 

Gasoline tax report and payment due. 
May 30—— 

Gasoline transporters’ tax report due. 














INDIANA 
May 1 


Alcoholic vinous beverage tax due. 
Private car companies’ property tax re- 
turn due. 


First Monday 
Property tax semi-annual installment due. 
378 , 














May 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax report and payment due. 
May 20—— 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
May 25—— 


Distributors’ and carriers’ gasoline tax re- 
port and payment due. 


IOWA 





May 1 
Property tax report of electric transmis- 
sion line, telephone and telegraph, elec- 
tric light and power, gas, waterwork 
and street railway companies due. 
May 10—— 


_Carriers’ gasoline tax report and tax due. 
Class “A” permittees’ beer tax report and 
payment due. 


May 20—— 
Gasoline tax report and payment due. 


KANSAS 
May 10—— 
Malt beverage report due. 
May 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 


May 20—— 


Sales tax report and payment due. 
Use fuel report and payment due. 


May 25—— 

Gasoline tax report and payment due. 
May 31 
Express companies’ report due (last day). 





KENTUCKY 
May 2—— 


Stored distilled spirits tax due. 
May 10— 


Amusement and entertainment report and 
tax due. 
Cigarette wholesalers’ report due. 
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Distilled liquors blenders and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


May 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


May 20—— 


Oil production tax report and payment 
due. 


May 31 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
May 1 
Public utility license and pipe line trans- 
portation tax due. 
Tobacco wholesalers’ report due. 


May 10—— 

Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


May 15 


Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wine and beer report due. 

Carriers’ lubricating oils report due. 

Income tax return and first installment 
due. 


Intoxicating liquor manufacturers’ 
dealers’ report due. 

Soft drink wholesalers’ report due. 

Tobacco wholesalers’ report due. 


May 20—— 

Dealers’ gasoline tax report and payment 
due. 

Dealers’ kerosene tax report and payment 
due. 

Dealers’ lubricating oils tax and report 
due. 

Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

Wholesale dealers’ light wine and beer 
tax report due. 


State Tax Calendar 


and 


MAINE 
May 1 


Insurance companies’ premium tax due. 
May 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


May 15—— 

Telephone and telegraph companies’ and 
railroads’, including street railroads, 
capital stock tax return due. 

Use fuel tax report and payment due. 

May 31—— 
Gasoline tax report and payment due. 


MARYLAND 
May 1 


Chain store tax due. 
May 10—— 


Admissions tax payment due. 
May 30—— 


Purchasers of cargo lots of motor fuel 
report due, 


May 31—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 


May 1 


Forest land products tax information re- 
turn due. 


May 10—— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


May 20—— 

Cigarette tax report and payment due. 
May 31 

Motor fuel tax report and payment due. 











MICHIGAN 
May 5—— 
Carriers’ gasoline statement due. 
May 10—— 
Common and contract carriers’ report and 
fee due. 
May 15—— 


Sales tax report and payment due. 
Use tax report and payment due. 


May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 
May 10—— 


Carriers’ iron severance tax report due. 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


May 15—— 


Interstate motor carriers’ mileage tax due. 


May 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


May 31 
Property tax first semi-annual installment 
due. 
Royalty tax due (last day). 





MISSISSIPPI 
May 1 


Property tax second semi-annual install- 
ment due. 


May 5—— 
Factories’ report due. 
May 10—— 
Admissions tax report and payment due. 
380 





May 15—— 

Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors 
salers of tobacco report due. 

Retailers, wholesalers and distributors of 
light wine and beer report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


May 20—— 
Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 


May 25—— 
Oil severance tax and report due. 
May 31 
Gross revenue tax on common and con- 


and whole- 





tract carriers of passengers quarterly | 


installment due. 


Use fuel tax on fuel other than gasoline 


and report due. 


MISSOURI 
May 1 
Insurance companies’ premium tax due. 
Private car company ad valorem tax 
statement due. 
Utilities’ ad valorem tax statement due. 


May 5—— 





Merchants’ and manufacturers’ property 


tax return due. 
Non-intoxicating beer permittees’ report 
due. 
May 10—— 
Oil inspection tax report and payment 
due. 


Receivers of petroleum products report 
due. 


May 15 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 

May 25—— 

Use fuel tax report and payment due. 

May 31 


Gasoline distributors’ report and payment 
due. 

Soft drinks manufacturers’ 
payment due. 








report and 


MONTANA 





May 1 
Moving picture theatre licenses issued and 
tax due. 
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May 15 





Brewers, wholesalers and transporters of 
beer report and payment due. 

Carriers’ gasoline tax report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 


May 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum report due. 
May 30—— 
Telephone companies’ tax and report due. 
May 31—— 
Foreign corporation annual 


county due (last day). 
Property tax semi-annual installment due. 


report to 


NEBRASKA 





May 1 
Fire insurance companies’ gross premiums 
tax first installment due. 
Real property tax first installment due. 


May 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
May 20—— 
Non-resident motor carriers’ report due. 


and 





Last Monday: 
Intangible property tax return due. 


NEVADA 
May 1 
Bee owners’ report due. 


May 10—— 
Liquor report by out-of-state vendors due. 


May 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


May 25—— 


Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 





NEW HAMPSHIRE 





May 1 
Domestic savings bank and trust com- 
panies’ report due. 


State Tax Calendar 





Manufacturers’ and wholesalers’ alcoholic 
beverages report due; wholesalers’ pay- 
ment due. 


May 15—— 


Use fuel tax report and payment due. 


May 31 
Motor fuel report and tax due. 





NEW JERSEY 





May 1 
Property tax quarterly installment due. 


First Tuesday— 
Telephone, telegraph, express, parlor and 
sleeping car, gas and electric line, oil 
and pipe line companies’ report due. 


May 10—— 
Busses (interstate) report and excise tax 
due. 
Busses (municipal) gross receipts report 
and tax due. 
- Jitneys in municipalities—gross receipts 
report and tax due. 


May 20—— 
Alcoholic beverage retail consumption 


and retail distribution licensees report 
and tax due. 


May 30—— 
Carriers’ gasoline tax report due. 
May 31 


Distributors’ gasoline report and payment 
due. 





NEW MEXICO 





May 1 
Franchise tax due. 
Property tax semi-annual installment due. 
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May 15 
Occupational gross income tax report and 
payment due. : 
Oil and gas conservation report due. 
Severance tax and report due. 


May 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


May 25—— 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 





NEW YORK 
May 15—— 


Franchise (income) tax return and first 
installment due. 

Transportation and transmission com- 
panies’ additional tax and report due. 


May 20—— 
Alcoholic beverage tax and report due. 


May 25—— 


New York City conduit companies’ tax 
and report due. 

New York City public utility excise return 
and payment due. 


May 31 ‘ 


Gasoline tax report and payment due. 

Insurance companies’ premiums report 
and tax due. 

Water, gas, electric, etc., 
port and tax due. 





companies’ re- 


NORTH CAROLINA 
May 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines report and payment due. 
Railroads’ alcoholic beverage report due. 


May 15—— 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
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May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
May 1 


Rural electric cooperatives’ report due. 
Utilities property tax return due. 





May 10—— 
Cigarette distributors’ report due. 


May 15—— 


Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


May 25—— 
Use fuel tax report and payment due. 


OHIO 
May 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 


May 15—— 
Cigarette use tax and report due. 


May 20—— 
Dealers’ gasoline tax report due. 


May 30—— 
Carriers’ gasoline tax report due. 


May 31 
Gasoline tax due. 


Rolling stock tax report of sleeping car, 
freight line and equipment companies 
due (last day). 





OKLAHOMA 
May 5—— 
Operators’ report of mines other than 
coal due. 
May 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 
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May 15—— 


Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


May 20—— 


Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


May 31 


Oil, gas and mineral gross production 
report and payment due. 





OREGON 
May 10—— 
Oil production tax report and payment 
due. 
May 15—— 
Property tax quarterly installment due. 
May 20—— 
Alcoholic beverage tax report and pay- 
ment due. 


Gasoline tax report and payment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


PENNSYLVANIA 
May 10—— 


Importers of spirituous and vinous liquors 
report due. 

Malt beverage report due. 

May 15 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Income tax second installment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


May 31 
Gasoline tax report and payment due. 








RHODE ISLAND 
May 10—— 


Manufacturers’ alcoholic beverage report 
due. 


May 
Gasoline tax report and payment due. 


State Tax Calendar 


SOUTH CAROLINA 


May 1—— 
Public utility franchise tax due. 


May 10— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ report 
and additional tax due. 

Power tax return and payment due (last 
day). 


May 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil tax return and payment 
due. 


SOUTH DAKOTA 





May 1 
Motor carriers of passengers tax due. 
Rural electric companies’ utility tax re- 

port due. 


May 10—— 
Interstate motor carriers’ report and tax 
due. 


May 15—— 
Alcoholic beverage sales report due. 
Carriers’ gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax report due. 
Use fuel tax report and payment due. 


May 20—— 
Passenger mileage tax due. 
May 30—— 
Domestic corporations’ report due (last 
day). . 
TENNESSEE 
May 10—— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
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May 15—— 


Carriers of use fuel report due. 
Users of fuel report due. 


May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


Oil production tax report and payment 
due. 


Sales and use tax report and payment due. 





TEXAS 
May 1 
Franchise tax due. 
May 15—— 
Oleomargarine dealers’ report and tax 
due. ' 
May 20—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel 
tax report and payment due. 


May 25—— 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 


Prizes and awards of theatres tax report 
and payment due. 


May 30—— 
Oil production tax report and payment 
due. 
UTAH 
May 10—— 


Carriers’ use fuel tax report due. 
Liquor licensee report due. 
May 15 


Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


May 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 





VERMONT 
May 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
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May 15—— 


Electric light and power companies’ re- 


port and tax due. 


May 31 
Gasoline tax report and payment due. 





VIRGINIA 
May 1—— 

Individual income tax return due. 

Information at the source return by in- 
dividuals due. 

Motor bus transportation companies’ an- 
nual report due. 

Property tax returns due. 

Public utilities’ report due. 


May 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 


May 20—— 


Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


May 31 
Gasoline tax report and payment due. 





WASHINGTON 





May 1 


Private car companies’ property tax re- | 


turn due. 
May 10—— 


Brewers and manufacturers of malt prod- 
ucts report due. 


May 15—— 
Butter substitutes report and payment 
due. 
Cigarette wholesalers’ report of drop ship- 
ments due. 


Gross income tax return and payment due. 

Public utilities gross operating tax report 
and payment due. 

Sales tax report and payment due. 

Seattle occupation tax report and payment 
due. 

Use tax report and payment due. 

Vancouver occupation tax report and pay- 
ment due. . 

Wholesalers’ cigarette drop shipment re- 
port due. 


May 20—— 
Use fuel tax report and payment due. 
May 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
May 31 


Property tax semi-annual installment due. 
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WEST VIRGINIA 
May 1 


Bank share tax due. 


May 10 
Alcoholic beverage tax report and pay- 
ment due. 
May 15 


Sales tax report and payment due. 


May 30—— 
Gasoline tax report and payment due. 


May 31 


Property tax semi-annual installment due 
(last day). 


WISCONSIN 
May 1 
Boats’, vessels’, etc. report and tax due. 
Coal docks’ report due. 
Grain elevators’ report due. 
Scrap iron or scrap steel docks’ report 
due. 


May 10 
Alcoholic beverages tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 


May 20 


Gasoline tax report and payment due. 


WYOMING 
May 1 


Railroad property tax return due. 


May 10 


Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semi-annual installment due. 


May 15 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 








May 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


May 15 


By general extension, last day to file non- 
taxable returns of income by fiduciaries 
for estates or trusts on a calendar-year 
basis. This is not applicable to returns 
of beneficiaries or other distributees of 
estates or trusts (Regs. 111, Sec. 


29.53-3 (b)). 


Due date of proof of exemption and an- 
nual return of information by corpora- 
tions, on a calendar-year basis, exempt 
from tax under Code Sec. 101 (Regs. 111, 
Sec. 29.101-2(b)-(g)). Form 990 (Re- 
vised January, 1947). 


Return of stamp account by brokers, 
dealers in securities, etc., due for April. 
Form 828. 


Due date, by general extension, of returns 
for year ending November 30 in the case 
of: (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
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States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty outside 
the United States. Forms: (1), Form 
1065; (2)-(4), Forms 1120 and 1121; 
(5) Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
December 31, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for April. Form 957. 


Due date for monthly statement and 
record of depositaries on sale of stamp 
tax stamps. 


May 31 
Returns for excise taxes due for April. 
Forms 726, 727, 728, 728 (a), 729, 932. 
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You can always find that important article you need, 
when you want it. Each binder holds twelve issues. 


Any issue quickly inserted or removed. Handsome, 


durable black covers, gold stamped: TAXES—tThe 
Tax Magazine. Window label shows contents by year. 


Price $2 each 
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